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ABSTRACT
In the recent decades accountants have developed many basic 
postulates and principles. Emphasis has shifted from the balance 
sheet to the income statement, or more specifically to the deter­
mination of income by objectively matching revenue with costs and 
expenses in the light of the accounting period concept.
Much of the work in the area of income determination has been 
based on the ’'average" firm; one in which the basic postulates and 
principles may be applied without undue difficulty in assigning 
revenues, ~ its and expenses to specific accounting periods. In 
such cases, the matching of revenues with costs and expenses, while 
presenting problems, can be managed with existing accounting 
knowledge.
However, the accounting profession has apparently offered 
little in the way of basic accounting postulates and principles to 
those businessmen whose operating cycle is longer than twelve 
months. The accounting problems of one of those groups of business­
men, the construction industry, is the basis of this study. 
Furthermore, the study is limited to those construction firms in­
volved with long-term contracts; i.e., those requiring a period of 
time greater than twelve months to complete.
The specific problem is a determination of the applicability 
or lack of applicability of generally accepted accounting
vi
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postulates and principles to the long-term construetion-type enter­
prise, with the study limited to determination of income and financial 
reporting.
The approach to the problem is theoretical; no case studies were 
made since the problem pertains to what constitutes correct procedure 
and not to current procedure.
As a starting point, the composition of basic accounting 
postulates and principles is considered. Next, with revenue deter­
mined to be the governing factor in periodic income determination, 
an examination of the most common revenue-recognition bases is made.
In the consideration of each revenue-recognition basis, emphasis is 
placed on the fulfillment or lack of fulfillment of the basic 
postulates and principles.
Subsequently, consideration is given to financial reporting 
under each of the bases of revenue recognition, again with emphasis 
on the fulfillment or lack of fulfillment of the basic accounting 
postulates and principles.
The major conclusion is that the percentsge-of-completion basis 
is in accord with more of the basic postulates and principles of 
accounting than any other basis currently in use. However, the 
percentage-of-completion basis fails to provide for price-level 
changes, and also fails to distinguish operating profits and losses 
from profits and losses caused by physical possession of assets.
The other bases in current use, i.e., the cash, completed- 
contract, and completed sales bases, also neglect price-level 
changes and holding profits or losses. These bases moreover fail
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to recognize revenue, costs and expenses as production occurs, and 
thus have more shortcomings than does the percentage-of-completion 
ba s i s ,
In order to solve the problems of reporting price-level changes 
and holding profits or losses, the accrual basis is recommended. With 
income defined as the amount that can be distributed to Its owners 
while permitting the business to remain as well off at the end of the 
period of time as at the beginning, price-level changes must be 
considered.
Though the accrual basis does not spell out the necessity of 
separating operating income or loss from holding income or loss, the 
term accrual 1 indicates income is to be recognized when earned and 
losses when incurred. Thus, holding profits or losses must be 
given separate recognition.
The accrual basis provides the best measurement of income 
or loss, In addition to supplying the fullest disclosure of income 
or loss components, assets, liabilities and owner's equity.




Durin3 tne past centur:, tne American economy has experienced 
tremendous growth of large scale enterprises, accompanied by 
increases in the number of owners of the businesses - owners now 
usually far removed from management of the firms. The accounting 
profession nas attempted to keep pace witn this development bv 
sniftin_ its empnasis from tne balance sneet to the determination 
of income, and to a searca for improved presentation of income data.
Accountants have developed many principles and postulates, but 
pernaps tne most important use of tnese items in the accounting 
field may be centered around tne following: the principles of
objectively matcning revenue with costs and expenses in the light 
of tne accounting period convention, in order to determine income. 
Mucr. commendable work nas Deen done in tnis area, as well as other 
ureas; .et, mucn remains for tne future.
A great deal of the work in tne area of income determination 
nas as its base tne ''average'1 firm; one in which the principles and 
postulates may be applied witn,out great difficulty to revenues, 
costs and expenses in order to assign them to fiscal periods. In 
such cases, tne matching of revenues with costs and expenses, while 
presenting problems, can be nandled with current accounting 
knowledge and procedures.
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3ut what of the unusual cases? What of those firms whose 
projects are not completed within accounting periods? Revenues, 
costs and expenses may not be accurately determined in each 
accounting period. What has the accounting profession offered 
in the way of sound accounting principles to help these business­
men? It appears, unfortunately, very little. However, if the 
accounting profession is to continue to command respect and to 
live up to its high standards, sound accounting procedures must 
be developed for these unusual cases.
Such is the purpose of this study. One of the unusual types 
of businesses, the construction industry, will be considered. 
Furthermore, the study will be limited to those construction firms 
involved with long-term contracts; i.e., those requiring a period 
of time greater than twelve months to complete.
3
Nature and Growth of the Cons t ruc t i on Industry
The United States has experienced great growth since the 
mid-1940's, One measure of the growth is the tremendous rise 
in construction during this period. This construction, in vcrious 
forms such as private dwellings, office buildings, public works 
and manufacturing establishments has been an integral part of the 
development of the American economy.
When an industry is involved witn activities having the 
magnitude of those in the construction industry, the need for a 
well-developed accounting system is great. Data must be provided 
for use by management, creditors, banks, bonding companies, stock- 
nolders, or prospective investors. however, it is not possible to 
use most conventional accounting systems for a construction firm.
Due to the specialized characteristics of construction firms, 
accounting systems must be designed to fit these special character­
istics to a greater extent than in most other industries. Before 
any further attempt is made to discuss the accounting problems 
involved, it will be necessary to examine some of these specialized 
characteristics.
The N'ature of the Const r uct ion Contrac t. The word "contract ', 
as used in the construction industry, may have several different 
meanings. However, for construction contract purposes, a contract 
may be defined as a written agreement between the person or company 
desiring work to be done and the person or company who will do the 
work (i.e., the contractor), setting forth the various relationships 
and responsibilities of each party involved in the construction 
projec t.
The terms of a contract for a construction project may follow 
several different forms. One common form, especially in many 
government projects in the "cost-plus" contract, calling for payment 
to the contractor of costs incurred in completing the contract plus 
a fixed fee or fixed percentage of cost. Probably the most common 
type in private industry is the lump-sum contract calling for a 
fixed amount to be paid to the contractor for completion of the 
project. Tne latter type of contract, being more common and 
presenting most of the accounting problems involved in construction 
accounting, will form the basis of this study unless otherwise noted.
Regardless of the type of contract, there is a general sequence 
of events which occurs in connection with most of the construction 
projects. In attempting to reach a clear understanding of the 
nature of the construction industry, some knowledge of these events 
is neces sary.
Events Leading Lip to Award of Contract. Any construction 
project originates with the person, company, or governmental agency 
desiring the work to oe done. Once the nature of the project is 
decided upon, plans and specifications must be prepared. If the 
originator of the project has architects and/or engineers as 
employees, it will be the responsibility of these individuals to 
develop tne necessary plans and specifications. If the originator 
employe no architects or engineers, then it becomes necessary to 
acquire the services of a public architect who will work in the 
interests of the project originator.
When the specifications and plans have been satisfactorily 
completed, a public announcement, usually in the form of circular 
letters and newspaper advertisements, is made requesting interested 
parties to ’’bid" on the project. The "bid" is the proposed price 
for which tne work will be done, if the project is awarded to that 
contractor. Copies of the plans and specifications are made 
available to the contractors to aid tnem in computing their bid 
price.
As tne first step in tne bid preparation, the contractor will 
attempt to estimate the costs that he will incur on the job. This 
is probably the most difficult, time-consuming part of determining 
tne bid price. Based on ni s experience, as well as tne experience 
c£ other contractors doing similar work, the contractor will 
estimate tne cost of sucn items as >1) acquisition and depreciation 
cf equipment, (2) materials, (t) direct and indirect labor,
(A) supplies, (.3) services cf ctner firms, (b) transportation of 
men, equipment and materials, (7) temporary racilities at construc­
tion site, and (8) sub-contract work. Of course, the current cost 
of these items is considered alon_ with the quantity shown by 
experience records.
Tne general contractor, similar to any businessman, expects 
to receive a sum of money wnicn is greater than the total 
expenditures of the job. T..e amount or percentage of accounting 
profit acceptable will vary from contractor to contractor, and from
b
job to job. One point to be considered along this line of thought 
is that the profit must be large enough to allow for contingencies. 
Contingencies in the construction business may take the form of 
serious equipment breakdowns, an unusually long period of inclement 
weather or unexpected rock formations beneath the surface cf the 
earth. In spite of all the planning that is possible, unforseen 
events such as these will occur. The accounting profit must be 
large enough to cover these contingencies on an average basis, 
and still give a return tc the contractor which is sufficiently 
large to induce him to continue in the construction industry.
The contractor whose total estimate of costs, expenses and 
profit is lowest will have the lowest bid price, and generally has 
the best cnance of acquiring the construction contract. However, 
it should be apparent that the bid price is composed of judgment 
to a large extent, and that there is a great deal of risk in the 
construction industry.
Award of the Cons true tion Contract. The originator of the 
project, or his representative, generally sets a deadline for the 
presentation of bids. If the originator is a governmental unit, 
there will be a public opening and reading of the bids at a 
specified time. This procedure may vary somewhat according to the 
law covering the governmental unit.
If the project originator is a private individual or enterprise, 
the procedure for awarding the contract may V*ry substantially 
from one originator to another. The bids are not often made public
7
by the originator. Also, it is not uncommon for post-bid
negotiations to take place before the actual contract price is
reached, even though such negotiations violate good public
relation policies.
As a general rule, however, the contract is awarded to the
low bidder if the originator believes that the contractor will
give satisfactory performance in completing the work.
Genera 1 Coverage of the Construction Contract. The items
which may be included in a construction contract are of a legal
or engineering nature, and are usually rather complex. A resume'
of some of trie more common areas of coverage is of value in
a study of the construction industry.
Ordinarily, construction contracts provide chat the project
engineer is to make a decision on all questions related to the work,
1and further that his decision will be binding upon the contractor. 
Often a provision is included providing for payment of penalty or 
damages by the contractor, should he fail to meet the completion 
deadline. Usually accompanying the latter provision is one granting 
the contractor a specified number of days suitable for construction 
work (week-ends, holidays, and days where inclement weather prevails 
are often excluded). Another rather cotmnor. provision is one stating 
that claims against the contractor must be submitted within a certain
^Vernon Werbin, Lega1 Phases of Construction Contracts 
(New York: McGraw-Hill Book Company, Inc., 1946), p. 1.
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period of time and must be written. There is normally a provision 
stating whether or not the issuance of the final payment shall 
constitute a release of all liability under the contract. Provisions 
are also made for damages recoverable upon discharge of the con­
tractor, or for breach of contract. Various clauses may be inserted 
covering submission of disputes to arbitration, a distinction between 
normal, extra and additional work, and numerous other points.
In addition to tne more technical points, the contract normally 
contains a job description. Also to be included are provisions 
covering tne method and timing of payments to the contractor, and 
the acquisition of performance bonds and insurance by the contractor.
Provisions related to the specific jobs are included as tne need 
arises.
The Construction Work. As soon as the contract is awarded, the 
contractor is expected to begin work on the project. Unless the 
organization is complete, the first step is to acquire the staff tc 
complete the job. According to the size and requirements of the job 
tc be performed, organizational needs will differ. In Charts 1 and 
2 on the succeeding pages, two possibilities are given tc 
illustrate tne differences in organizations of contractors.
9
Chart 1







Source: Adapted from flow charts by William E. Coombs, Construction
Accounting and Financial Management (New York: F. W. Dodge
Corporation, 195S), Pp. 4b-47.
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Clerks
Source: Adapted from flow charts by William E. Coombs, Construction
Accounting and Financial Management (New York; F, W. Dodge 
Corporation, 1958), Pp. 99 and 50.
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The elements of materials, direct and indirect labor, equipment 
use and subcontract work are generally necessary for the completion 
of any job. As needed on the job, each element must be obtained 
and its use controlled by tne general contractor or his designated 
supervisor s.
In addition to consideration of the elements of construction 
listed above, the contractor must constantly remember that he is 
subject to different types of regulation. If the originator of 
the project is privately owned, the regulation takes the form 
of engineers or architects employed by the project originator.
Should the originator be a governmental unit, the degree of 
regulation is usually greater. hot only are governmental 
engineers on hand to inspect tne work being carried on, but 
the government may also regulate safety standards, minimum 
wages, types and number of reports, and working hours.
The period of time required to complete the project will 
vary according to the size and complexity of the project. Some 
construction jobs take several years to complete. Whenever the 
job is completed, it must be accepted by the originator of the 
project or his agent. Should the job fail to meet specifications, 
the contractor must perform additional work at his own expense 
in order to bring the construction project up to the specified 
standards. When accepted by the originator, final payment is 
made to the contractor which generally constitutes a release of
12
all claims under the contract. However, for the final payment to 
constitute such release, a provision to that effect would have 
been required in the construction contract. Otherwise, legal
documents are exchanged certifying completion of the requirements




Financial Considerations Involved in Construction
Contractors involved in the long-term construction industry
face a very high degree of risk. This was well stated by
Julius tf. Phoenix, Jr., in an address to the Robert Morris
Associates in 1955:
Being a risk industry, one would expect the 
contractor to start his contract with a
margin profit sufficient to allow him to
sustain a certain amount of unforeseen losses 
and still come out with a reasonable profit.
Such is not the case. The industry is highly 
competitive and if a contractor puts too 
much padding in his bid, he finds someone 
else is awarded the contract.
Different contracts require different skills 
and experience, not all of which may be 
possessed by a contractor when he enters his 
bid; nevertheless, he must give a firm price 
at which he will perform the work. Normally 
his work must be completed within a specified 
time. ...it seems rather remarkable that a 
contractor can make a bid low enough to be 
awarded a contract and still make any profit 
unless lady luck s one of his major stock­
holders . ̂
In addition to these problems, the contractor faces the 
rather severe problem of financing the work. Since the con­
tractor is competing in an industry subject to severe risks 
and a low profit margin, it is often hard to acquire working 
capital from banks or other financial institutions. Thus the 
contractor may have to depend to a large degree upon the 
progress payments received from customers.
^Julius W. Phoenix, Jr., “The Contractor's Accounting 
Report to His Banker, 1 Haskins and Sells, Selected Papers, 1955 
(Haskins and Selis, 1956), p. 337.
3i11 ins Procedures and Progress Payments. Many construction 
contracts provide that a portion of the total contract price will 
se paid the contractor as the work progresses. Such payments 
are known as progress payments, and are made periodically, often 
monthl.'. S uc a payments, to a large degree, finance the constructi 
operation. The payment will be an amount equal to the value of th 
work completed during the period, as a fraction or percentage of 
the total contract price. Most contracts have a clause whereby 
the originator of tne project may retain a specified percentage 
of each progress payment tc insure satisfactory completion of 
the contract. The retained percentage will be paid the contractor 
only when the job is rally accepted.'3
The progress payments, however, are received by the contracto 
only after a portion of tne work has been completed. btnce large 
amounts of money are involved, most contractors must solve tne 
problem of financing the initial portion of the construction 
entirely. This money must be obtained from financial institutions 
or private sources.
^Edward 3. Wilcox, ’’Conflicting Methods of Accounting for 
Construction Contracts,1’ American Institute of Accountants. 1954 
Annual Meeting Papers (New York: American Institute of
Accountants, 1954), Pp. 154-155. (On June 1, 1957, the name of 
the publishing organization was changed to the American Institute 
of Certified Public Accountants.)
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Furthermore, and unfortunately for the contractor, a large 
portion of the construction costs occurs during the initial stages 
or the contract period. Tnus, working capital demands are greater 
then m a n  at any other time. This explains, then, why the contractor 
will often attempt to allocate an excessive amount of the contract 
cost to the earlier portions of the work.^ This procedure is often 
referred to as "Loading’ the bie.^ Edward B. Wilcox has this to say 
about the practice, "This practice obviously aids the contractor in 
financing the entire project. It tends to offset the retainage 
which* the progress payments provision of the contract authorizes 
the owner tc withhold in order to insure m e  final and satisfactory 
completion of the work. ... m e  practices of retainage and loading 
are fairly ve11 established, and most architect s make no objection 
to the loading so long as it appears to be within reason."
Acquisition of Working Capital from Financial Institutions, 
since the contractor usually is forced tc obtain working capital for 
the early stages of a project from -source s other than progress pay­
ments, he often is faced with the ta.sk of convincing a banker that 
the construction enterprise is a sound risk for a loan. Many loans 
ire made tc contractors by terrene rc i-1 banks, while numerous other
Ibid.
'Ibid.
Wilcox, op. c i t. , p. 155.
lo
contrjdcr; ire loans. Most; of the refusals stem from poor
risks and, or from contractors whose financial statements are sc
poor that a true financial picture cannot be determined. The
financial statement s are often so condensed that they are useless.
Detailed st itements with supporting information including the
details of the receivables, tne contract revenue and costs, and
the amount- billed form tne heart of the contractor's financial
9report lor purposes of requesting loan.
9Phoenix, op. c it. , p. 34o.
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Account ing Problems of Contractors in the Construction Industry
A business undertaking may be thought of as a process of motion, 
even if somewhat irregular. Business operations consist of a large 
number of small purchases and sales. In many enterprises, the time 
involved between expenditures and receipt of revenue is relatively 
insignificant from the standpoint of the accounting period 
convention. In the construction industry, however, the time lag 
between expenditures and receipt of revenue may cover several 
accounting periods. Very often, the contractor may find it a 
necessity to apply all the resources within his control to one 
project for several years. examples of such undertakings are the 
erection of large buildings and dams, construction of roads, and 
buildings of ships. Thus the time lag causes great difficulty in 
the determination of income. Tntil tn.e job is completed, no one 
is able to determine accurately the net income or loss. Yet, the 
accounting period convention, together with tue matching principle, 
require^ that revenue be recognized wnen earned and that costs and 
expenses be recognized when incurred. Certainly, revenue is earned 
and costs and expenses are incurred during each accounting period.
Can the contractor follow generally accepted principles of 
accounting and correctly determine income? iuch is the major 
problem of this thesis. The preceding portions of this chapter are 
presented as background material. It now seems feasible to con­
centrate on the problem of income determination, and the related 
area of financial statements.
CHAPTER 2 
INCOME DETERMINATION
Our in , tne tv.-e-.c io:n century, the accounting profession 
„i de piranour.t tne problem of aetermining income. Inc reas in 
nphasis ha 5 been, »r.d is being, placed upon this facet of 
ccount inc. Considering tint there is so much discord among 
c count s to t ne definition or terms and the inclusion
ertair. concept - i - - . counting principles or postulates, it
t ;eir ; r.iCvS - >rv :: ore tent t general discussion of incomeI - O
otormination in cn i - chapter. In the opinion of this v»t  ite 
he a pp 1 i c t  i-->n of tcc ounting principles ar.d postulates to t 
c nstruc t ion industr. i not feasible until a determination 
hat comprises t n ' -e principles and postulates is mace. sue 
ne purj c a  c f tne current chapter.
The genera- concepts discussed here will be applied tc 
obstruction industry in tne fo 1 lowing chapters.
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Te rmino log, y
The accounting profession is by no means agreed upon standard­
ized definitions for its terms. Thus, a logical point of departure 
seems to be the examination of the more important terms to be used 
in this study, after which a working cefinition of each term wi 1 L 
be formulated.
Revenue. In 1955, the terminology committee of the American
Institute of Certified Public Accountants stated,
Revenue results from the sale of goods and the 
rendering of services and is measured by the 
charge made to customers, clients or tenants 
for goods and services furnished to them. It 
also includes .,. other increases in the owners' 
equity except those arising from capital con­
tributions and capital adjustments.^
Pa ton and Littleton define revenue as "the product of an 
enterprise, measured y the amount of new assets received from 
customers, whereas Paton hat earlier said, "revenue is repre­
sented bv the selling value of the product of the enterprise, 
either commodities or services."-^
^"American Institute of Certified Public Accountants, 
Committee on Terminology, Proceeds, Revenue, Income, Profit and 
Earnings," Accounting Terminology Bulletin No. 2 (New York: 
American Institute of Certified Public Accountants, March, 1955),
p. 2 .
2W. A. Paton and A. C. Littleton, An Introduction to 
Corporate Accounting Standards (Columbus 10, Ohio: The American
Accounting Association, 1940), p. 4o.
William A. Paton and William A. Paton, Jr., Corporation 
Accounts and Statements (New York: The MacMillan Company, 1955),
p. 274.
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A variation or these definitions is found when Backer declares
revenue to be "the aggregate of values received in exchange for the
4
goods and services of an enterprise."
A recently formulated definition by Sprouse and Moonitz appears 
to encompass a larger area of revenue realization by defining 
revenue as "the increase in net assets of an enterprise as a result 
of tne production or delivery of goods and the rendering of services 
(underscoring provided) . 3 Jnder tnis concept revenue may be recog­
nized prior to a sale actually taking place. The authors further 
state taut 'Inventories which are readily salable at known prices 
wit hi readily predictable costs of disposal should be recorded at 
net realizable value, and tne related revenue take r. up a t the 
same t ine.
Thu first definition listed (i.e., from Terminology bulletin 
No. 2 ) seems to provide tne best working description of revenue for
the purposes of this study. It is broad enough to encompass the
one advanced by Sprouse and Moonitz, and yet specific enougr. to he
useful. however, it should be noted that tne accounting profession
^Morton Backer, editor, "Measurement of Business Income, 
Handbook of Modern Accounting Theory (Inglewood Cliffs, hew Jersev: 
Prentice-Ha11, Inc., 1955), p. 210.
3Robert T. Sprouse and Maurice Moonitz, A Tentative Set of 
Broad Accounting Principles for Business Enterprises (New York; 
American. Institute of Certified Public Accountants, 19 j2) , p. 54.
Ibid., p. 57.
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has tended to ignore the latter part of the definition, and con­
centrated on the first sentence only. Such is not the intent here.
Cost. An American Accounting Association Committee has defined 
this term as a general term for a measured amount of value purpose­
fully released or to be released in the acquisition or creation of 
economic resources, either tangible or intangible. Normally, it is 
measured in terms of a monetary sacrifice involved. Thd re is , 
however, nothing to prevent the adjustment of monetary sacrifices to 
common units of purchasing power.
Cost is the amount of bargained-price of goods or service 
received or of securities issued in transaction between independent 
parties, says Paton and Littleton.'3 The American Institute of 
Certified Public Accountants limits cost to "the amount, measured
in money, of cash expended or other property transferred, capital
I
stock issued, services performed, or a liability incurred, in
,9consideration of goods or services received or to be received.'1 
Backer defines cost as that portion of the acquisition price of 
goods, property or services which nave not yet expired or been 
utilised in connection with tne realization of revenue.
7Committee on Cost Concepts and Standards, American 
Accounting Association, as quoted by Robert I. Dickey, Editor, Accountants Cost Handbook (New York: The Ronald Press Company,
1960), p. 1-10.
DPaton and Littletcn, o£. cit., p. 29.
qAmerican Institute of Certified Public Accountants, 
Committee on Terminology, Cost, Expense and Loss,'1 Accounting 
Terminology Bulletin No. 9 (New Y'crk: American Institate oT
Certified Public Accountants, July, 1957), Pp. 1-2.
^Backer, op. cit. , p. 210.
Definite limitations should be placed on the use o: tne term
cost, according to Moonitz, as he recomr.erds the use of the term
cost "be restricted to those cases in which the consideration
11
given consisted entirely of cash or promises to pay cash.
Yet, Moonitz seems to agree with Sprouse on a broader definition 
within six months, for they define cost as "a forgoing, a sacrifice 
made to secure benefits, and is measured by an exchange price.
Fcr purposes of this study, it appears that a workable defini­
tion of cost might be: tnt benefits secured for a sacrifice
consisting of tne payment of cash or the promise to pay cash, or ta 
delivery or promise of delivery of other valuable consideration. 
Furthermore, the term 'cost ' should be utilized to describe that 
portion of the sacrifice which nas not expired or been utilized 
in connection with revenue realization, or to describe tne portion 
of the sacrifice directly attributable to comnodities sold or 
produced (i.e., cost of goods sold or manufactured).
expense. oprouse and Moonitz assert that an expense is the 
decrease in net assets as a result of the use of economic services
in the creation of revenues or the imposition of taxes by govern-
13mental units." This rather extensive definition of expense had
appeared in the Institute pronouncements earlier, when it was 
stated that "expense in its broadest form includes all expired
^Maurice Moonitz, Basic Postulates of Accounting (New York 
American Institute of Certified Public Accountants, 19bl), p. 34.
Sprouse and Moonitz, _o£. cit. . p. 34. 
13lkid„ p. 9 .
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costs which are deductible from revenues. ... the narrower use of
the term expense refers to such items as operating, selling or
. . .  14administrative expenses, interest and taxes."
Both Paton and Backer appear tc accept the conclusions drawn
above. Paton would include as expense 'all charges which may
reasonably be construed as costs of making and selling the pro-
1 5duct or products of the business.' "Costs which have been
applied against revenue constitute expenses in the writing of 
lb
Backer.
For purposes of this study, any of the definitions listed
will serve well. So, an arbitrary adoption of the description
preferred by Sprouse and Moonitz is made.
Loss. Losses, cites Backer, "represent reductions in equity,
other than withdrawals of capital, for which no compensating value
17has been or is expected to be received." Agreement is tc be
found in the writings of Paton, who says, ’losses are the outlays 
and expirations of assets recognizable in a particular period
which nave no observable or imputable relation to the revenue
idstream or the period. '
^American Institute of Certified Public Accountants, 
Committee on Terminology, Cost, Expense and Loss,1* Terminology 
Bulletin No. 4 , op. cit., p. 2.
^Paton and Paton, _o£. cit.. pp. 274-273.
^°Backer, op. cit., p. 210.
^  lb i d ._ p. 2 1 0 .
^bFaton and Paton, op. cit. , p. 275.
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Sprouse and Moonitz, also in basic agreement with Backer, define 
losses as decreases in net assets other than those resulting from 
reductions in invested capital or from expenses” (See definition of
. „ 19expense cited in tootnote number 13,>
The latter definition, again an arbitrary choice, will suffice
for this study. It snould be noted, in addition, that the word
loss may also be usee in another sense; i.e., to describe the result
of the excess of revenue deductions over revenues. Tne latter
usage is normally cited as ,!net loss for the period, as contrast
with net income.
Inc one. Two otner cerm^ are commonly used as synonyms for
income, i.e., earnings and profit. uprouse and Moonitz nave
determined that net income is 'the increase in owners' equity,
assuming no changes in tne amount of invested capital either
from price-level changes or from additional investments and no
20
distribution to owners.” Tne American Institute Committee on 
Terminology averec,
Income and profit involve net or partially net 
concepts and refer to amounts resulting from the deduc­
tion from revenues, or from operating revenues, of 
cost of goods sold, other expenses, and losses, or
19Sprouse and Moonitz, op. cit., p. 9. 
^ Ibid. , p . 9 .
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some of them. The terms ... are generally 
preceded by an appropriate qualifying 
adjective or term such as "gross,"
‘'operating," "net before income taxes," 
and "net." The terms are a^jo used in 
titles of statements ... .
Sanders, Hatfield and Moore described income as,
(1) The increment in wealth arising from
the use of capital wealth, and from services
rendered. (2) Income in the narrow sense
is the owner's share of this increment.
This is the income which it is sought to
define as "net income" in the income 
2 ?s t a t e m e n t . *-
Sprouse and Moonitz once again have arrived at a conclusion 
which is acceptable for use in this study. Their definition is in 
line with tne opinion of many contemporary economists who regard 
income for a specific period of time as being equivalent to the 
amount taut can be distributed to its owners while permitting
the business to remain as well off t the end of the period
23or time as at the beginning.
21LAmerican Institute of Certified Public Accountants, 
Committee on Terminology, "Proceeds, Revenue, Income, Profit, 
and darnings," Accounting Terminology Bulletin No. 2., op. 
cit., p. 3.
^Thomas H. Sanders, Henry R. Hatfield and Underhill Moore, 
A Statement of Accounting Principles (Columbus, Ohio: The
American Accounting Association, 1936), p. 11.
^Backer, _0£. cit. . p. 21o.
i.i i cerm ^ppears to have been aptly defined by
Moonitz 'increases in net assets other than those
24
o t t . additions tc invested capital or from revenues.
reuse and Moonitz, op. cit., p. 9.
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Bases of Revenue Recognition, With 
Appropriate Assignment of Costs 
and Expenses
It has often been said that the correct net income of a firm 
can be determined only after the firm has been dissolved and 
liquidated. Obviously, it is not feasible to wait until the end 
of the life of a business enterprise to measure net income or net 
loss. The owners, managers, creditors and other interested 
parties need a "test-reading” of the earnings and financial 
condition of the firm often. The time between these readings is 
usually no more than one year. The United States Internal Revenue 
Service, and usually the states in which the firm operates, require 
an annual determination of taxable income.
Thus, it is necessary for tne accountant to exercise his best
judgment and assign revenues, costs and expenses to specific periods
of time. Such a procedure is often labeled the 'accounting period”
principle, and is one the major principles of accounting. One
authority has stated,
For many uses the most important data from 
accounting are the revenue charges and the 
revenue credits by means of which enterprise 
efforts are periodica 1 ly matched against 
enterprise accomplishments (underlining 
supplied) . 25
25a . C. Littleton, Structure of Accounting Theory (Urbana, 
Illinois: The American Accounting Association, 1953), p. 23.
The same writer has indicated that 'revenue is more often the
leading clue to the assignment of applicable costs, expenses, and
, . . . - . ,2 otosses tnan the tatter are clues to the recognition or revenue,
or as stated -v Paton, "The tasic element in income determination 
..27is revenue.
Cash Basis. Revenue is recognized iy several different
methods. The simplest or these tc apply is the cash oasis.
Application ct this method results in ignoring the "time lag, 
or interval of time, efween the beginning and completion ct a 
transaction insofar as tne accounting records are concerned.
Revenue is recognized and recorded upon receipt of cash; costs and
expenses are recorded and recognized as incurred upon pa-"ment ct
cash. Transaction- re la ted tc the contract are not recorded 
until the contract is completed. This arrangement is ^enera1iy 
considered to e the nest conservative of all the methods. The 
prima ry disadvantage, ct course, is failure to pro peri.- match 
revenue with costs and expenses, since the "time lag" is ignored.
Va ria t ions of tne pure cash oasis are often formulated, 
one of the mere common ~eirig to recognize revenue on a cash oasis 
while deferring cr accruing costs and expenses in order tc match :ht 
against the proper revenue. The matching process is proper!r 
accomplishes, though in tne year or rears of collection rather than
-°Ibid., p. 2 0 2 .
“ 'Paton and Paton, op. c i t ., p. 274
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in the year in which revenue was earned. From a theoretical view­
point, Cnis method is not as acceptable as one which recognizes all 
of the Oross profit in tne year of the sale and sets up contra and 
valuation accounts for costs and expir.ses which are estimated to
occur in subsequent periods.^'" The 
cf the sales basis of recognition.
sales 3asis. Under tne sales 
similar tc most other be se s , t u  co 
cort rue t in which title passes to t 
receives new assets, normally cash 
creates _s r objective measurement f o 
since it resunably is tn*.- result 
h.yer ur.c an informed seller whc a: 
expenses are assigned to accounting 
bi 1 ic v a j_ir.s.t revenues of the pe r: 
end expanses are matched against c 
if it i s reasonably d i s c e r r.u b 1 e th. 
services expended in the proce-s c 
The s s1e = basis provide- for : 
icccur.tin^ period in whicn it is u 
Juch x procedure complies vicr tee 
revenues ugu ir.st costs and expense.- 
a., the cash, basis. Revenue may be
os ,
H.  A.  F i n n e y  a n a  n e m e r t
ing, Advanced, Fifth edition (dnglt
Prent ice-da 11 , Inc., 19o0), p. 10o.
latter description is actually
basis cf revenue recognition, 
mpleted sale forms a valid legal 
he buyer. In return tne seller 
cr receivables. The sales price 
r the recognition of revenue,
I negotiations between an informed 
u otherwise unrelated. Costs and 
periods on the basis of applica­
nts. Or, in other words, costs 
,e revenues of an accounting period 
it they represent resources and 
t earning tr.ose revenues, 
recognition of revenue in the 
.irned, not necessarily received.
accrual concept of nutchin5 
i, but is not as conservative 
recognized prior to completion
d . Mi 11er, Principles of Account- 
rwood Cliffs, New Jersey:
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of the transactions. The latter argument is not considered a valid 
objection to tne method, however, since adjustments for returns, 
uncollectible accounts, or additional expenses, may be made with 
reasonable accuracy.
As Paton and Littleton have so pertinently stated, it appears 
to be generally accepted taut for the great majority of business 
enterprise- the sales basis of measuring revenue clearly meets tne
requirement or accounting standards more effectively than, any other
■ - - „ ■ 2 * pOo S 1. a IT
Ac cretijon Labi:. T.uj .rccrcnion bj. sis cf revenue recognition i.- 
based ur or. ;r. incrau -u in v a 1 ue which i s attributed to growth in ;gri-
cuitur . 1 i a d f :rm products, arc to production in certain extract ive
ir.dustrie •. A s p r e r equi sites to tne use of tne accretion, met nod,
Paton 1. is i d that tne unde rlying support for this pel ic i .
found in tn.c view cn it the fundament a 1 phase of activity ter
3- .concerninvolved i production and/or growth rather than se 1 lin._:. 0
-{is statement i - r.ece ssa r i 1 y ba-vd on tne fact that there is usually 
a b read, act ive rrarket for these items, assuring site a t the going 
market price for _inv reasonable quantity at any time. Thus, the
actual s.:Ie nas les.- val u« th in phy s ica 1 completion or pnysical
growth in tne measurement cf revenue.
Criticism of t n i s mode of revenue recognition stems from the 
fact cha t it i neces.-a r;- tc prcgnos t icate ; i.e., to e s t ima t
_1 -J _htpr. ar.c Lrttreton, o p. cit.. p. 0 .1.
Paton and paton, o p . ci t ., p. 29A,
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future costa and to appraise market conditions that will exist when 
tne product is finally sold. Many accountants declare such a 
procedure does not form the objective evidence of an "arms-length*" 
transaction, and is not conservative.
The advocates of accretion answer their critics by stating that
prognostication in the areas concerned is relatively safe. The
market conditions can be estimated with reasonable accuracy in most
instances (in some cases with complete accuracy: e.g., price paid
for cold and silver), and tne total of future costs likewise will
fall within a reasonably narrow range. As a clincher, it is
argued that proper recognition cf revenue when earned will more
than offset the difficulties caused by prognostications of future
costs and market conditions. It i= necessary to recognize revenue
each period to acquire proper matching of costs and expenses with
revenue.-;. A recent promulgation sponsored by the American
In stitute cf Certified Public Accountants agrees somewhat with the
concept ct accretion in declaring;
Inventories which are readily salable at known 
prices with readily predictable costs of disposal 
snould be recorded at net realizable value, and the
related revenue taken up at the same time. ...
Accounting for inventories on ... (this) basis will 
result in recording revenues ... before they are 
validated by sale but they are nevertheless components 
of the net profit (loss) of tne period in which they 
occur. ̂  1
31■‘Sprouse and Moonitz, op. cit., p. o7 .
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Thus, it seems tne accretion base of revenue recognition nas 
found a ^renter degree of favor among accountants in recent years 
tnar. ever before.
Appreciation Basis. Appreciation as a basis of revenue 
recognition has generally been frowned upon by the accounting 
profession. Pdton and Littleton define the term in a bro id sense
Tne excess of tne estimated 'fair market value1
of merchandise, securities, land, buildings, or otner
property over tne cost of such property or tne un­
absorbed book balance of depreciable or amortizable 
e 1emen ts . 3 2
Several arguments have been advanced against the use of appreci­
ation, some of w.iicr. are valid.
One seen argument is to. at appreciation does not fc r ing about 
n increu.-e in, liquid funds. This statement has merit in re gar a 
-:o fixer and otner non-current assets, but is not completely 
apropos in connection vitn current assets. Periodic earnings 
usually co not equal disposable funds; a portion of tne earnings
is reflected in receivables, inventories, supplies, and in non-
current asset increases. In addition is the knowledge taut, 
should t no market value at any readily disposable asset increase, 
its value a s security for ; lean would also increase. Thus, it 
might be possible tc increase liquid funds by borrowing.
32
Paton and Littleton, o p . cit., p. o2.
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One of tr.e more worth/ ar_umer.ts is found In tne statement 
tnat market values may later decline and prove an increase in 
revenue recognized at tne present time was not justified. Such 
a conclusion, is extremely prevalent among accountants, as 
evidenced by tne continued use of .historical cost as a basis of 
asset valuation.
Anotne r noteworthy objection is found in tne fact that apprecia­
tion is difficult to distinguish from a cr.an ..e in the general price
level, and the latter should :/e reflected in an adjustment of 
capital ratner than in recognition of income. Consequently, 
accountant s are reluctant to attempt a recognition of appreciation.
Appreciation, furtnermore, nas little le^al standing as 
realized revenue. Possibly r.. i s is cue to accountants generally 
rei using to .ive recognition to rises in tne market value of 
assets r.e id in the business.
Other grounds mentioned to preclude tne use of appreciation 
include tne use of estimates ar.d tne lack of conservatism.
Little, it any, credence s noaid be placed on tne se reasons. The 
accountant is continually exercisin. nis judgment to make estimates 
i e. , depr-eciatic"' and bad dents estimates and wnether to capitalize 
or expense). And, as far as the latter argument is concerned,
Paton covers tne ob'uatior. in a most relevant style as he avers, 
’Accountants nave overworked tne nabit of attacking proposals to
extend the scope of accounting by referring to the need for 
’c onservat i sm' . ’ ’
Sprouse and Moonitz, in a recent study of accounting principle 
have decided that current assets should reflect appreciation. (See 
footnote 31). They further state that inventory items other than 
those whose net realizable value is known should he valued at 
their current market value, and the gain or loss reported 
separately. However, conservatism is not ignored, for 'in all
cases the basis of measurement employed should he 'subject to 
verification by another competent investigator1 .
As in the case of accretion, appreciation may be breaking 
through the thick wall of conservatism and perhaps will be inter­
woven into recognition of revenue in the future,
Compieted-Contract Basis. This method, often used in long­
term construction accounting, recognizes revenues only when the 
project covered by the contract is completed, or almost completed. 
Costs of construction are correspondingly accumulated in an 
asset account rather than charged against revenue in the period 
incurred. Indirect expenses may be allocated to an asset account 
rather than to period expenses. The latter item is handled
33 Paton and Paton, _0£. cit. , p. 29 9.
34Sprouse and Moonitz, _o£. cit . , p. 57.
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according to the judgment of the accountant, with the governing 
feature being a proper matching of revenue with costs and expenses.
Once tne project is complete, or almost complete, the aggregate 
of revenues and related costs and expenses are recognized in one 
accounting period. Thus, a profitable project taking five years 
to complete would show a net income only in the fifth year. The 
income statements for the otner years would either show a net loss, 
or no loss or gain, depending upon tne handling of indirect expenses.
Tnis method will be discussed to a fcreater extent in Chapter 3.
Percentage-of-Completion Basis. Again pertaining to the long­
term construction industry, this method provides for recognition 
of revenue prior to project completion. Total revenue for the 
contract is known, so tne problem involved is to assign a portion 
of the revenue to each accounting period involved. Revenue is 
commonly assigned by use of a percentage developed when total 
costs to date are compared with expected total costs, or by taking 
tne project engineer's appraisal of peicentage-of-completion.
Costs and expenses are assigned tc tne accounting period in which 
they are considered tc nave aided in. the production of revenue. 
Application of this system results in income or loss being 
recognized eacn accounting period during the project's life 
rather than in the last period. The results obtained, of course,
are only as sound as the estimates on which revenue is assigned.
The percentage-of-completion basis will be considered in 
greater detail in Chapter 4.
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Accrual Basis. There is currently a trend in the research
studies of the American Institute of Certified Public Accountants
to recognize revenue when earned, be it at the time of, prior to,
or subsequent to the sale (See material cited in footnotes 5, 31
and 34). Arthur Cannon, a member of the project advisory
comittee that formulated Basic Postulates of Accounting (See
footnote 1 1), has declared that a positive statement on objectivity
would assert ’’changes in assets and liabilities, and the related
effects (if any) on revenues, expenses, retained earnings, and the
like, should be given formal recognition in the accounts at the
earliest point of time at which they can be measured in objective 
3 oterms." He further elaborates:
Inis is certainly a departure from the thought and expression 
found in accounting literature a short time ago. The general 
consensus was perhaps manifested by Paton and Littleton who 
declare, the act cf production, without the confirmation 
afforded by sale at an agreed price, does not furnish the objective 
and decisive test which should be available as a basis for the
The term 'objective1 is used nere to mean unbiased; 
subject tc ion by another competent investi­
gator. In this usage, an estimate or forecast can 
1 ^ '1 with completed events of the
supplied.)
Arthur M. Cannon, "Discussion Notes on 'The Basic 
Postulates of Accounting'," Journal of Accountancy, CXIII 
(Feb., 1962,), 50.
3 7 Ibid., p. 50.
37
3 bbooking of revenue. :T These two writers nave agreed that revenue
is earned during the entire process of operation, but should not be
recognized unless there is a legal sale or liquid assets are
39acquired.
Thus tne disagreement in tne two points of view seems to be 
tne proper time for recogni t ion of revenue, and not when revenue 
is to be considered earned.
3c''Paton and Littleton, op. cit.. p. o2. 
J^Ibid. . Pp. 4fc.-49.
Accounting Postulates and Principles 
Affecting Income Determination
Pernaps no area of accounting has more different inter­
pretations of what should be included than do the segments 
entitled "principles ' and ' postulates. ' Postulates are defined 
by Kohler as an.- of a series of axioms or assumptions consti- 
tutirtg tne supposed basis of a system of thought of an organized 
tide of endeavor, Tne trutn of a postulate ... is taken for 
ranted ... . ’ ~4U i_.cn a limitation probably led the Accounting
Principles Boara of tne American Institute of Certified Pun lie 
Accountants to state in tneir cnerter rules: Postulates are
few in numoe r and are the basic assumptions on whicn principles 
rest. The.' nece s sa r i I . are derived from tne economic and 
political environment and from the modes or thought and customs o 
ail segments of tne easiness community ... .
A principle, says Kohler,
is a proposition asserted to be controlling in a 
given system or domain of inquiry and having accept­
ance among members of a professional group deemed to 
be competent in a society; growing out of observation, 
reason, or experiment, a principle purports to be the 
nest possible guide in the choice of alternatives 
leading to tne qualities desired in an end product.J
4°fric L. Konler, A Dictionary for Accountants, Second 
Edition yunglewood Cliffs, New Jersey: Prentice-Ha 11, Inc.,
1957), p. 37 1.
4 ̂ As quoted by Cannon, op. cit. , p. 4-._.
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As a further description of the term, Kohler declares, ’’principles
are not equally self-evident to all nersons. ... If a principle
is accepted ’without evidence or proof, it may be called a ...
43postulate.'1 Such a position was evidently acceptable to 
Sprouse and Moonitz in their recent pronouncement of principles 
as they stated, "The 'basic postulates of accounting' developed
in Accounting Research Study No. 1 are integral parts of this
. •, .44statement of principles,
Without attempting to identify the terms as either postulate
or principle, many of the expressions will be considered to the
extent that they affect income determination.
ifxchange Concept. Most of the production of goods and/or
services are distributed through the process of exchange, and are
/ trnot consumed by the producer."1' This postulate points out a need 
for the making of decisions. Judgment must be exercised to 
determine what to produce, and to decide upon the quantity and 
quality of resources to be used in tne productive operation.
When alternatives exist, quantitative data form the best basis of 
measurement (i.e., if the data are accurate). Accounting provides 
one form cf this quantitative measurement.
4 3 Ibid„ p. 385.
"^Sprouse and Moonitz, cit., p. 55.
^-Moonitz, o£. cit. , p. o2.
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Stable Unit of Measurement. Accounting expresses data in 
numerical terms, and the cotimon denominator used as a means of 
expression i» money. In the United States, therefore, the basis 
of measurement has been, and is, the dollar.
Since the ur.it of measurement remains unchanged, accountants 
generally have been prone to assume the purchasing power of the 
dollar has not altered. One of the fundamental limitations of 
accounting lies in tne latter idea, which obviously is not true.
One has or. ly to I ook at any of the available price indexes tc 
see that the dollar's purchasing power has declined in the la s t 
decade or -e. The cur rent trend, us measured by consumer price 
indexes, is a continued decline in the purchasing power cf the 
dollar. As _i consequence, the accountant has a real problem ir. 
report in.. cat a base a cn a 'stable unit of measurement.
Munv prepared solutions a.ivc been developed in the past thirty
years, but none have been generally accepted by the profession.
One of t a w  studies wa s published by the American Accounting 
Association in 195 , and recommended the use of supplementary 
statement;: fully adjusted for the change in price levels by use
of index numbers. - curlier, ir. 1952, a study had seen made
recommencing that t he income at..tenant data be adjusted by use or
^ ’ Pe r r y Ma s cn, Price-Level Changes and Financial Statements 
(.Columbus 10, Ohio: The American Accounting Association, 195o), p. 12.
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a general price index. This group recommended Chat the balance
47sheet continue to show historical cost.
Neither of these studies, or others of a similar nature, has 
had much effect on accounting practices. Factors which have 
helped maintain the use of historical cost are the lack of agree­
ment as to what price index is suitable (if any), and the fact 
that price-level changes may not be recognized for income tax 
purpose s ,
Arthur Cannon has asserted,
the probability that the instability (of the monetary 
unit) will prevail into the foreseeable future is 
high. Accountants should move quickly therefore to 
implement modest proposals such as those of the Study 
Group and the American Accounting Association...,4®
He further states, "the postulates lead clearly to a requirement
49that we must make price-level adjustments."
It appears, therefore, that the accounting profession is 
finally taking constructive notice of one of the areas of its 
severest criticism. Perhaps a generally acceptable solution will 
soon be forthcoming. Possibly the recommendation from the study 
of accounting principles will suffice; i.e., to value inventory 
at net realizable value (if known) cr at replacement cost, and
-f 7Study Group on Business Income, Changing Concepts of 
Business Income (New York: The MacMillan Company, 1952), p. 105.
f. OCannon, op. c i t. , p. 52.
4 9 Ibid., p. 53
to restate fixe a assets p e r i o d i c a l l y  in terms of current replacement 
cost.^ uucn recognition i.-, at least a start in the solution to the 
problem c t establishing and maintaining a stable unit of measurement
ilntity Concept. This accounting postulate, normally contrasted 
vith the proprietorship concept,has become commonplace in accounting 
usage. Accounting i s based on an institution which may range in 
size from the one-man operation to giant corporation. however, 
under :.a e n t i t y  concept, the institution is the business enter­
prise .ir d r.ct the owner o of the enterprise. The separation of
ownership ar.d tuna gemer.t o f corporations is determined legally,
and is s sumed to -ve the situation in other forms of business 
ownership . Advocate - of toe entity concept the e f ore m.i ir.ta in that 
all bus ir.o - : e s shot 1 u he t re i ted s.- institutions separated aid 
d i s t i nc t t r on t he 1 a 1 own a r .
T h t  - c o n c e p t  is :n di ̂ .agreement with the proprietary theory
a h f c h  s'.-ntenas tc.it the e n t e r p r i s e  is the creature cf its o w n e r s  
aid t h t i t cor.t inuvu-> ly react., 1 1 tnuir advantage or detriment cane 
t hat thi c o n a i t i o n  s h o u l d  '••_• reflected in appropriate p r o p r i e t a r y  
a c c o u n t  a . " _J*
la-, p. r c p. r l e t a r y theory f ir.de little acceptance a m o n g  
a c c o u n t s  n r , however, s i n c e  t he accountant is normally c o n c e r n e d  
with a s s o . _ in p a r t i c u l a r  f o rms (rather than assets in genera 1) ,
3”Sprouse and Moor.it;:, op. cit . , p. 57.
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and moreover with assets owned or ir. the possession of business 
concerns.'3  ̂ The accountant is usually concerned with specific 
business enterprises and not with the ownership composition of 
those enterprises. Sucn an idea appears to be realistic and is 
generally accepted.
Continuity of E x i s t e n c e . Another proposition whico is 
.generally accepted by accountants states tint, unless there is 
evidence to the contrary, t .e husir.e^s entity sha 11 be viewed as 
romu icing in operation ir.aef ir i te ly. This is the normal ex p e c t a ­
tion, ever, though liquidations do o c c u r . Ttus tne accountant, 
as a mutter of c o n v e n i e n c e , i s.- une s the business enterprise to 
••e - l_cin.. concern. As ir. t e conclusion of the entity concept, 
u -e oi tne "going concern ' pcstuL.te appea rs realistic.
The Accounting P e r i o d . Another of tr.e underlying assumptions of 
thi recounting profession i.-, that t \e results of enterprise operation 
m y  be assigned to specific periods of time. Acceptance of this 
a ssumption provides an interen.ee that revenues, costs, and expenses 
muv be assigned to specific periods of time in order to determine 
profit or loss for that period. Such hypotheses are necessary if 
t ne accountant is to serve the needs of man .getnent , owners , 
creditors, taxing authorities, and ct.oers by preparing periodic 
reports. recognition must he giver, to tne true nature of these 
reports, however, since ' tr.e results of operation for relatively
C a n n o n ,  o p . c i t . , p. uc.
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snort per iocs of time are tentative whenever allocations between 
past, present and future periods are required.
The accountant must continuously be occupied with the 
recognition ar.d allocation of events. Inasmuch as the future is 
uncertain, many of tne allocations are likely to prove inexact.
In the face of uncertainties, some accountants choose tc wait 
until an event is complete before reporting the event. This 
ide » of comnlateness is often in conflict with the basic 
hypcthe sis expressed above, which infers that the changes ir. 
financial condition ar.d operations should be recognized whan they 
occur sr.c not necessarily when the sequence of events is finally 
complete;:. Jprouse ir.d Moor, it* have added support to tne fact that 
periodic results are uncertain, us they declare, Profit i s 
Jttri'ruw.i'de to the whole process, of business activity. 3 - 
However, they recognize tne r.ued for recognition by asserting that 
all a-.-.eta and liabilities snouici be recorded in the accounts and 
reporter in tne financial statements (underlining supplied).33
Two audit iona 1 techniques a. re necessary to the accountant in 
app1icu tion of tne accrual basis; these are the use of estimates, 
and the u.5*_ of judgment. estimates are necessary, e.g., in 
allocating tne historical cost of an asset to the operating 
period - involved. The accountant cannot know in advance the
JJMoonitz, op. c i t., p. 52.
jprouse ar.d Moonitc, op . c i t. , p. 55.
3 3 Ib i d ., Pp. 35 and 58.
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exact life a truck will have. However, the exercise of the obser­
vant facilities of the accountant may have pointed out that trucks 
of this type, which are used in the same form of work, will last 
five years in 95 per cent of the cases. Buch an observation 
provides a reasonable basis for recognition of expense. Similar 
observations may be made to form the basis of assignment of revenue, 
costs ar.d other expenses, which should result in more timely, 
beneficial reports.
In any situation where uncertainties exist, the use of 
accounting judgment becomes ; necessity. In the example previously 
cited, the fact that most trucks last five years is not conclusive,
A decision must be made a s to whet ire r cr not this specific truck will 
lust more than, less t'nan, or exactly, five years.
This is not to say t n.» t judgment should replace quantification, 
rluther, tire opposite is true whenever possible. When unknown 
variables exist, in whatever degree, quantification is not usually 
possible, end judgment must fill tne reed.
Tnquo s t ionab 1 y , many cf the ..cccunting problems which exist have 
is their -us sis tine attempt to .i* s igr. revenues, costs and expenses 
to specific periods of time.
Ob jec t ivity. Transactions unc events should be recorded by 
the accountant only when tnere is objective evidence to support 
their existence. But what is objective”? What are the require­
ments to be fulfilled before objectivity is reached?
4o
One point o£ view regards financial information to be 
complete lv objective when:
1. It is free from personal opinion and rias, which further
requires
a. that there actually be an exchange of something 
for something, both having ’value , and
’.1 this exchange be the result of an arm’s 
length transaction between independent 
pa r t i e s ,
2 ; this exchange he capable of be ing accurately 
measured in dollars,
ci that one of tne negotiating parties in the
exchange be tne unit for which the accounting 
is ’'ting done.
2. It is substantiated or capable of being substantiated
::p an independent invest iga tor . 5c
Man" situations itcur in practice in which these requirements 
are met; e.g., the purchase of merchandise for cash or on account, 
tne sale of merchandise for cash cr on account, and the pa.’inert 
of expen.-a s. On the ether hand, it does net appear possible to 
administer tne rigic requirements for objectivity in ail cases.
It the rigic rules were followed, depreciation of fixed assets 
woulc net e possible since nc arm’s length transaction had 
occurred. A s s e t s received in the form of gifts could not e 
recorder.
Insistence on rigid application of the rules for objectivity 
torces tne accountant to consider the current fiscal period, and
^“Harold E. Arnett, "What Does 'Objectivity' Mean to 
Accountants.' ’ Journal of Accountancy, CXI (May, 1961), 65.
Co ignore the going-concern principle. Such an application is 
illogical, since an accounting entity is operated with a 
succession of fiscal periods in view, even though the entity 
exists but one period at a time.
That the rigid point cf view is not adhered to is apparent 
when authorities state, ‘Objective facts need not be conclusively 
objective to be dependable; if they are convincingly objective, the 
are convincingly dependable.1 ^ 1 The same writers conclude, "the 
basic concept of verifiable, objective evidence, then, contains an 
element of variability. ... The highest degree of objectivity is 
the vest, provided attainment of that high degree does not run
i COcounter to the long-run point of view of a going concern.1
Use of objective data is generally deemed by accountants to 
include "fair market value.' Failure to do so precludes the 
recording of many assets, and in m a n y  cases incorrectly matches 
revenue with costs and expenses to such an extent that the result 
is misleading.
The term objective has come to mean "unbiased; subject to 
verification by another competent investigator."-^ A conclusion
^ P a  ton and Littleton, _op. cit. , p. 20. 
58Ibid. , p. 21 .
^ C a n n o n ,  o p . c i t . , p. 50.
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mav be drawn, Chen, as one writer has done, that 'an estimate or
forecast can be objective...."" ’̂  Arnett has concluded that,
anv data which are considered useful are objective 
to accountants, provided they are substantiated or
capable of being substantiated by an independent
party. This type of evidence may range all the way
from suppliers' invoices and cancelled checks ... 
to data derived from the use of index numbers and 
fair market values.
T h u s . the use of estimates and judgment is required, rather 
than forbidden, by at least one current concept of objectivity.
C o n s istency. A s a corollary to the continued emphasis on 
income determination and the consequential comparison of operating 
results between accounting periods, the need for consistent 
application of accounting principles and rules has been emphasized, 
C ompa ra b i 1i i y is provided by continued use of accounting methods, 
practices, or rules which have a background cf general acceptance 
in each fiscal period. Any change, as well as the effect of the
change, must he disclosed by the accounting reports.
The accounting profession has generally applied consistency 
on an entity basis, and not on an industry or nationwide oasis. 
Comparability may he achieved, then, only within the entity. 
Consistency would by no means assure comparability of one entity's 
results with the results of a second unit. Some accountants have 
recently begun expressing a desire to see comparability enhanced 
by industrv-wide consistency in the application of accounting
oCI b i d ., p . 50.
' 1J Arnett, _q£. cit f t p. 0 8 ,
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methods, practices and rules. It is felt by these writers that
62reasonable uniformity may be obtained within the industry group.
However, the majority of accountants have not enlarged the scope of
their stand to this extent, and continue to call for uniformity
o n l y  within an accounting entity.
The conclusion expressed by Mconitz as regards consistency is
quoted as applicable to this study; i.e., ’The procedures used in
accounting for a given entity should be appropriate for the
measure of its position and its activities and should be followed
• 3consistently rrotn period to period.
C o n s e r v a t i s m . ho concept in accounting has found more use in 
the understatement of the financial position and earnings of firms 
than has c onse rva t i sm. This position was given recognition some 
tire age, when the stacemer.t was made, 'There is a prevalent 
impression that, while overstatement of assets or earnings is a 
m a Aor fault, understatement is le^s objectionable, and may be a 
positive virtue. ,,t>L+ ouch conservatism is still in existence today 
in many instances, such as the use cf cost or market, whichever 
is lower; understatement cf the life of fixed assets; rapid 
amortization of intangible assets; -re recognition of losses 
prior tc actual incurrence.
'^Cannon, c>£. c i t ., p. 51.
,-3~ Moonitz, _o£. cit . , p. 5J.
JL+Sanders, Hatfield, and Moore, _o£. c i t . , p. 12.
Authorities in the accounting profession are presently 
de-empha s iz ir.g conservatism. The recent studies of postulates 
and principles sponsored by the American Institute of Certified 
Public Accountants did not include conservatism as postulate or 
principle. In the study on postulates it is stated that 
"conservatism is a reaction to uncertainty and represents in 
essence me'-elv a counsel of caution. The proper role of conser­
vatism in accounting is to insure that the uncertainties and 
risks inherent in any given business situation are given adequate 
consideration.
Backer ha s described conservati s m , applied to the income 
statement, as a procedure which "encourages the recognition of 
all losses that have occurred or are likely to occur but does not 
acknowledge gains until actually- realized. Such a policy is in
conflict with certain principles and postulates of accounting.
Thus, the statement is made that 'the accountant's primary function
o
however, is to disclose facts, illusive as these sometimes may b e . 
Moreover, it is evident that the latter concept of conservatism wil 
clash with the postulate of consistency, and with the attempt 
to properly match revenues with costs and expenses. Conservatism
Robert L. Jixon, as cited by M o o n i t z , o p . c i t . , p, 47,
'D 0 Backer, o p . c i t . , p. 212.
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then, must be restricted in its usage to the general idea advanced
by Dixon, and must not be allowed to overshadow sound postulates
and principles cf accounting.
Dis c l o s u r e . In an enumeration cf accounting principles
Pe1 cube t has declared,
The first principle is adequate disclosure, sufficient, 
ji s the SEC phrases it, to make the statements not m i s ­
leading. ... It (adequate disclosure) does require that 
the conventions and assumptions on which the accounts 
are prepared should he clearly stated. Under some 
circumstances the effect of alternative conventions or 
assumptions should be shown, particularly if changes in 
basis have neen mo.de.j5
Sucn i s the crux of tne principle of disclosure. The same
line of thougnt was evidently foilowed by Mconitz and Sprouse in
69t tie i r icrnuiai tion or pcinc rp les , _ s t ney state:
All assets ... should bo recorded in the accounts
and reported in tne financial statements.
2. All liabilities ... shcuid be recorded in the
accounts and reported in the financial statements.
a. In a corporation, stockholder's equity should
be classified into invested capital and retained 
earnings. In -n unincorporated business the
total interest of each owner or group of owners
is reported ^t the balance sheet date.
A statement of tne results of operations should
reveal the components cf profit in sufficient 
detail to permit comparisons and interpretations 
to be made.
■ j b"'"Maurice Peloubet, ‘Is Further uniformity Desirable or 
P o s s i b l e ? ’ Journal of A c c o u n t a n c y . CXI (April, 1961), 35.
'j y  ^Sprouse and Moonitz, o p . c i t .. Pp. 55, 58-59.
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The principle c: disc losurw i s obviously in disagreement with 
tne concert of conservatism previously discussed. As a r. example, 
cons iae r t re v i luation cf inventory on the balance sheet, bound 
account ino theory would dictate c.nut historical cost be used 
consistent 1 •••, cr t hat the market value be used cons is tent ly , 
and the me t nod of v i i nation be disc lose d. Actually, t r.e current 
(market; v ; 1 ue is pre reran le -.'hen it can be determined or. .a
object i va ■ a J i - .
blawe.er, c or.se f  11 i sm dictates tne use of cost or me rket ,
•whic neve r i - 1. r a-a r . a uc h spp lie it ion is plainly inccn.-: i ■ tent ,
and does not n " r m : 1 1 v provide a useful value to the reader- of 
t n s  t : t erv n t . If ,ucn a valuation i s not mis le > ding , it v o d d  
indeed be surpr isin,.. since the understatement of the end in t 
invent a  one period re sul t in m. understated income, tl.e
opP'Cjitv 'mil prove true ir. i later period or periods; i.e., 
income ail' '-e overstates. It ilia it ion of a procedure contrary 
the icc.'ur.: ir.  ̂ pc = t u la t a -> of ccnsistencv and disclosure would 
impair tee u a i  u 1 re - s of icc cunt Lr.c, reports. Accordir..; 1 v , then ,
cor.serv.it i -m n.-. r : ace ir. ..ccount ing usage exce
aerea.i c or._- istencv and disc:
c c our.t tn.; endeavors . 
v . Ibis uc count ir.g tiogtia is rarely fcur.e
i iilin^ of acc our.t ir.e postal ite.-, anc principles, 
that f c  e t of t r.e it count ,r.t 1 .- judgment described us
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relative importance. Depending on the size and/or nature of the
item, tne accountant must determine whether or not it is material.
Ore group of accountants avers An item should be regarded as
material if there is reason to believe that knowledge of it would
70influence the decisions or an informed investor. '
Thus the doctrine of m a t e r i a  lit;, fails to lend itself to exact 
definitions or limitations, nut ratnor is a concept tc be applied 
by tne accountant in a specific set of circumstances.
Mocnitz eliminates materi-.lit from the basic postulates,
since tne concept declares Items of .vma 11 signi ficance need not
-e t -.Ken serious l y . M i n c e  in igr. ificant things cannot also be
,,7 1signiiic -nt , such a doct rir.e r -> Logically unnecessary. however,
most accountants continue to mi/.j a. a of the application of
„uug m e n t.
/1 jAccounting Accounting Association, Committee on Accounting 
Concepts and Standards, Accounting and Reporting Standards for 
Corporate Financial Statements, 1957 Revision (Columbus 10, Ohio:
The American Accounting Association, 1957), p. 8.
^ :Moonitz, o p . ci t ., p. 47.
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^ unraa r y
The ; rocess ci determining net income or net loss is ,i complex 
e n d  exacting eg era t i on. Tne process is complicated b y numerous 
de r init ion., of each cf the professional terms, by the diverse 
methoca cf revenue recognition and assignment of costs and 
expenses, < nd by the different ideas of what compose accounting 
pcs tulu te m.d principle-,.
hevenue i s gar.eea iiy recognized under one or more of the 
following h ses: •. 1) cash, (2) sales, (3) accretion, (4) apprecia­
tion, (.5) comp 1 e t ed-cont rac t , ( _i) percentage-of-comp le t ion, and
(7) ’modern accrual. Costs ur.d expenses nave definite bases or 
n ss i Lnment to the various recounting periods under each a-.sis of 
revenue recognition.
Then of these h,;ses will be discussed in the fol lowing chapters 
a s they pertain, or fail tc pertain, to a firm in the long-term 
const rue t ion industry. The pos t u l a t e s , principles, and other 
c oneup i s examinee in tne latter part of this chapter will appear 
in the disc us sion of these cases when applicable.
CHAPTER 3
INCOME DETERMINATION FOR LONG-TERM CONSTRUCTION 
C O N T R A C T O R S , I: CASH, SALES, COMPLETED CONTRACT,
AN D  APPRECIATION BASES OF REVENUE RECOGNITION
Revenue nay be recognized, along with the related costs and 
expenses, by one, or a combination, of several methods. Such 
recognition is as true in the long-term construction industry as 
in most other industries. However, not all methods provide equally 
preferable results.
It therefore becomes necessary to consider the various 
alternatives available in the determination of income of long­
term construction contractors, and to reach a decision as to the 
preferred method or methods. Several of the alternatives are 
examined in this chapter, and the remaining schemes will be 




Pure application of this method, as the maae implies, demands 
that the contractor recognize revenue upon the receipt of cash 
applicable to a contract. The last statement holds true regardless 
of the stage of work related to the payment; i.e., not begun, in 
process, or complete. Ho revenue can be recognized, of course, 
unless cash is received.
Costs and expenses, in the purest application of the cash 
basis, are recognized and recorded at the time of the cash payment. 
The contractor may conceivably record costs and expenses for 
several fiscal periods before recognition of revenue is made 
(assuming the contract calls for a lump-sum payment upon 
c om p l e t i o n ) •
However, a modification of the recognition of costs and 
expenses has become so prevalent that it has generally replaced 
the "purer" form. The modification Is based upon the assumption 
that revenue is the controlling factor, and that costs and 
expenses should be assigned against revenue in a reasonable 
manner; i.e., one which will match revenue with related costs 
and expenses.
Thus the contractor who receives a lump-sum payment upon 
completion of the job will have to defer recognition of costs 
and expenses on the income statement until that time in order to 
achieve the matching process. The costs and expenses will be
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carried as assets until Matched with revenue. If payments are 
received by the contractor periodically, a portion of the related 
costs and expenses *111 be recognized at the tiss of each payment. 
However, such receipts are usually not related percentagewise to 
the work coexisted (and thus the amount of revenue earned), and 
do not produce an accurate determination of incase* The Asmrlean 
Insti ute of Certified Public Accountants has stated, "income 
to be recognized on such contracts at the various stages of 
performance ordinarily should not be smasured by interim billings."^
Proponents of the cash basis argue that this is the most con­
servative basis of all. The contracts are often completed prior 
to the receipt or payment of cash, offering completely objective 
evidence.
The latter point of completeness is not always valid, 
especially where progress payments are involved. Payment is 
often received for work which is not cooqslete, but, according to 
the terms of the contract, payment is due. This point is not 
overpowering, however, since accountants generally agree that 
objectivity is possible prior to the termination of a series of 
transactions. Cannon has stated, "an estimate or forecast can be
^American Institute of Certified Public Accountants, 
Cosssittee on Accounting Procedure, "Long-term Construction-type 
Contracts," Accounting Research Bulletin Mo. 45 (Mow York: 
American Institute of Certified Public Accountants, 1955), p. 4.
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2objective. Objective means unbiased..." The argument that only 
completed transactions furnish objective evidence appears to have 
little acceptance among accountants.
3Conservatism, in its proper role, is as applicable to an 
incomplete series of transactions as to those completed and 
recorded under the casn basis. No matter wnat basis of revenue 
recognition is deemed appropriate, tne uncertainties and risks 
involved should be given suitable attention.
A proper determination of income, tnrougn the matcning 
process, appears highly unlikely to be achieved under the cash 
basis. In tne case of a lump-sum payment at the coaplstion 
and acceptance of a project, it is entirely possible for the de t e r ­
mination o;: income to be accomplished in a fiscal period in vnicn 
no work was done on tne project. Should tne contract work be 
completed late in 1962, it is highly probable that acceptance of,
^Cannon, op. cit., p. 50.
^Robert L. Dixon, cited by Moonitz, o p . c i t . . p. 47, 
nas stated, "The proper role of conservatism in accounting 
is to insure that the uncertainties and risks inherent in any 
given business situation are given adequate consideration."
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and payment for, the project would not take place until 1963. Even 
If the modified form of the cash basis is used, it is unlikely that 
the fixed overhead items, often called "period costs**, are deferred 
until project completion. Many accountants prefer to charge these 
costs to expense in the period in which the expenditure is made.
To do so will result in improper matching.
If the contract specifies that periodic payments are to be 
made to the contractor, these payments are recognized as revenue 
when received. The expenditures must be matched against revenue 
to determine income, or in the modified cash basis the expenditures 
are allocated to the accounting periods in an attempt to properly 
match revenue and expenses. It is still very canon, however, to 
charge period costs to expense upon payment. Agaio, improper 
matching seems likely to occur.
Use of the cash basis by the construction contractor ignores 
the accounting period postulate, or at best defines the accounting 
period as the life of the project. Such an indefinite period of 
time, often several years, does little to serve the needs of 
management, owners, creditors, and other interested parties.
The cash basis falls far short of assigning revenue, costs and 
expenses to specific periods of time, as the accounting period
4postulate denotes.
^Moonltz, op. cit.. p. 22.
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Normally, the assumption of a continuous life of tne firm 
complements the accounting period concept. If a firm has a 
continuous life, operations during the accounting periods snould 
produce revenue and incur costs and expenses. Thecash basis, 
however, implies tnat unless casn is received, no revenue is 
earned. Tnis basis is somewhat similar to the venture^ of a 
few centuries ago, in whicn the time involved was uncertain 
and no attempt was made to determine income until cash was 
received. While the cash basis does not connotate the liquidation 
that usually took, place at tne completion of a venture, it is 
certainly similar in otner respects.
Even though the cash basis is consistently applied, it 
fails to give results whicn are comparable from one period to 
another. It is not the application of the method that is 
inconsistent, but rather the method itself*
Sprouse and Moonitz, as well as numerous other accounting 
authorities, decree that all assets, liabilities and stockholder's
equity, along with the results of operations, shall be reported each
6accounting period. Or, in other words, full disclosure of all 
material facts shall be given. The cash basis obviously does
^For a description of a venture, see Stepkan Gilman, 
Accounting. Concepts of Profit (New York: The Ronald Press Company, 
1939), Pp. 6b-7 3.
^Sprouse and Moonitz, oj>. cit. . Pp. 53, 58, 59.
61
not follow this concept, since receivables, payables, revenues, 
costs and expenses are not recognized until payment is received 
or made.
Management should recognize that the cash basis applied to 
long-term contracts, assuming a lump-sum payment at completion of 
the contract, will result in a greater Income tax than would the 
accrual basis if the total income is subject to surtax, if a 
corporation, or to higher rates, if an individual. The hypothesis 
might be advanced that it is not necessary to pay the tax until 
the cash is received. This assumption is true, but the difference 
in tax often amounts to a material amount. Usually, the money to 
pay the taxes can be borrowed and a large net saving effected.
The cash basis has little to r e c o m e n d  it to the long-term 
construction contractor. It probably should not be used in this 
industry, since sore reliable methods are readily available.
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Sales Baals
For many types of business enterprises, the completed sale 
is a logical point of revenue recognition. Title passes to the 
buyer and the seller acquires new assets. The period of time 
between the beginning of negotiations and the sale is often 
insignificant, so it is logical to await the completed transaction 
as a basis of revenue recognition.
However, this latter point is usually not true in the long-term 
construction industry. More than one year will transpire from the 
date of the contract until the project is completed. Since no 
revenue will be recognized until the project is completed, no income 
can be produced. Karrenbrock and Simons state, "revenue cannot be 
considered to be realized until there is a completed sale involving 
the formal recognition by the seller of new assets,"^ and Wilcox 
has declared, "A contract is not final until its completion.11® 
Therefore, the sales basis will delay recognition of revenue almost 
as long as the cash basis ordinarily does in the event of a lump-sum 
payment contract. If progress payments are made as the project 
reaches various stages of completion, these payments cannot be 
recognized as revenue at the time of receipt under the sales basis.
^Wilbert E. Karrenbrock and Harry Simons, Intermediate 
A c c o u n t i n g . Comprehensive Volume, Third Edition (Cincinnati: 
South-Western Publishing Company, 1958), p. 273.
OWilcox, op. cit., p. 162.
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This latter situation Makes the sales basis More conservative, and 
probably sore in violation of generally accepted accounting postu­
lates and principles, than the cash basis.
The sales basis, as it pertains to the long-term construction 
industry, has more or less the case advantages and disadvantages 
as the cash basis. The sales basis is very conservative, since no 
revenue is recognized until the job is completed and accepted. The 
completed contract forms objective evidence for the recognition of 
Income, Inasmuch as costs and expenses have been incurred and the 
amount is determinable. Costs and variable expenses are deferred 
and matched against revenue whenever revenue is realized.
However, the matching process takes place in the period when 
the project is accepted, and not in each fiscal period. Thus, 
all income from a project is recognized in one period, regardless 
of the number of periods the project takes to complete. Also, 
fixed expenses such as administrative salaries are often charged 
off as period costs, resulting in Incorrect matching. While the 
sales basis offers proper matching for most business firms, it 
fails to do so for the long-term construction firms. The failure 
is caused by the huge amount of time from the beginning to the 
completion of such projects.
The accounting period postulate decrees that revenues, costs 
and expenses are to be assigned to each accounting period as they 
are earned or incurred. The sales basis, applied to the long-term
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construction industry, fails to do so. Thus, this basis is incon­
sistent, providing results which are not comparable with other 
fiscal periods.
The postulate of proper disclosure is violated, since the 
receivables and revenues are not recognized on the books until 
the contract is completed and accepted. It is quite possible for 
the entire income from a project to be recognized in a period in 
which no work occurred on the project. Such a procedure can lead 
to material distortion in the interpretation of financial condition 
and operating results.
Furthermore, costs accumulated in a Contracts in Progress 
account for several years are not homogeneous. Since price levels 
have been changing during the past decades, it is desirable for 
management and other interested parties to take note of this fact. 
While the amount of revenue is fixed, the purchasing power must be 
measured for the year of receipt and not the year in which the con­
tract is signed. For proper determination of income, the costs 
accumulated in the Contracts in Progress account would have to 
be converted periodically to net realizable value (if known) or 
to replacement cost, and the related revenue or gain taken up 
at the same time. Recognition of revenue or gain in this aanner 
is not in keeping with the completed sales basis, however, so 
this refinement in the determination of income cannot occur under 
the sales basis.
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Since the sales basis produces huge distortions in the recog­
nition of Income, it is not permissible for the contractor to use 
this basis in computing taxable Income. The regulations state 
that the contractor may use the cash, accrual, compl e t e d - c o n t r a c t ,
or percentsge-of-completion methods of revenue, cost and expense 
9recognition.
Similar to the cash basis in many respects, the completed 
sales basis has little to offer contractors in the long-term 
construction industry, and is not recommended for usage.
9 Prentice-Hall, Inc., Prentice Hall Federal T a x e s . 




A c o m i t t e e  of the American Institute of Certified Public
Accountants declared in 1955 that:
the completed-contract method recognizes income only 
when the contract is completed, or substantially so. 
Accordingly, costs of contracts in process and current 
billings are accumulated but there are no interim 
charges or credits to Income other than provisions 
for losses. A contract may be regarded as substantially 
completed if remaining costs are not significant in 
a m o u n t .10
The completed-contract method is obviously an attempt to 
apply the sales basis to long-term construction contracts. Prior 
to the opinion of the Institute Commit t e e ,*  ̂ income was generally
recognized when the contract was fully completed and not sub-
1 2stantially completed. Such recognition is consistent with the
sales basis.
The phrase "substantially completed" was added to the 
description of the completed-contract basis in order to permit 
Income to be recognized when the job is complete, or nearly 
complete, and awaiting formal acceptance. Also, the phrase 
was Included to discourage deliberate postponement of income
^ A m e r i c a n  Institute of Certified Public Accountants, 
Committee on Accounting Procedure, "Long-term Construct ion-type 
Contracts," Accounting Research Bulletin No. 4 5 . o p . c i t ., p. 5.
11I b i d . , p. 5.
12For example, see Myron M. Strain, Some Specialized Phases 
of Accounting Practice: Contractor's Accounts (San Francisco:
The Pacioli Press, 1947), p. 8.
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determination. Recognition on the basis of "substantial** c o m ­
pletion, a nebulous term subject to interpretation by the use of 
accounting judgment, permits recognition of income earlier than 
does the completed sales basis. However, this liberal inter­
pretation of completion has not been accepted by the taxing 
authorities, as they rule:
a contractor using the completed-contract method 
of reporting gain from long-term construction con­
tracts should report gala from a particular contract 
in the year the project is finally completed and 
accepted, not an earlier year in which the contract 
was substantially c o m p l e t e d . ^
Thus, the taxpayer is forced to use the completed sales basis,
even though the tax regulations label the method a completed-
contract basis.
The chief advantage, according to advocates of this siethod, 
is the complete objectivity obtained from completed results. Costs 
and expenses can be determined with a fair degree of accuracy at 
completion, thus the net Income figure is more meaningful to 
readers of the statements. Supporters of the completed-coutract 
basis also claim to be conservative, having eliminated the guesses 
and e i  iaates that are necessary when using an accrual basis.
Inasmuch as the completed-contract basis is essentially the 
completed sales basis, the disadvantages of the sales method are
13Prentlce-Hall, Inc., Prentice Hall Federal T a x e s . Current 
Decisions and Cross Reference Table (Englewood Cliffs, He w  Jersey: 
Prentice-Hall, Inc., 1962), p. 62,018.
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also apropos in a discussion o £ this basis. The ultimate objective 
in income determination (the matching of revenues with related costs 
and expenses) may be achieved, but if so, the achievement Is secured 
in the year of substantial completion only. Often the fixed, or 
period, costs are not deferred and matched against revenues in the 
year of substantial completion, but are charged to expense in the 
period incurred. Such a procedure hardly leads to accurate income 
d e t e r m ination.
In connection with the measurement of income, Moonitz has 
stated, ’’Economic activity is carried on during specifiable periods 
of t i m e . " ^  One of the most common techniques of decision making, 
whether it be by owners, management, potential investors, or 
creditors, is the comparison of operating results for several 
consecutive fiscal periods. If revenues, costs, and expenses 
are not assigned to the fiscal periods in a consistent manner, 
such comparisons are valueless. A method recognizing all the 
profit in one period which is related to a project taking several 
periods to complete is surely not consistent. Work on the project 
occurs each period, and thus each period's operations should reflect 
a profit or loss.
A further indication of inconsistency is found in the 
"conservative" rule of recognizing all possible losses in full 
as soon as the possibility of a loss is recognized. It seems
^Moonitz, o£. cit. , p. 22.
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chat consistency would dictate the deferral of loss recognition 
until the project is substantially couplets, just as the recog­
nition of Income is deferred, but such is not the case. The 
Institute CoamtLttee led the way in providing for losses as they 
state, "Provision should be nade for expected losses in accordance 
with the well established practice of making provision for foresee­
able L o s s e s . " ^  Once again, the concept of conservatism ruled the 
thoughts of the committee members, a concept which has a p p r o p r i ­
ately been returned to its rightful place of a "counsel of 
c a u t i o n . " ^  Certainly, it is inconsistent to recognize losses 
and not recognize gains on uncompleted contracts.
Still another inconsistent point is found in the many 
applications of the completed-contract method. One application was 
condoned and even recommended by the Institute Committee as they 
declare, "when the contractor is engaged in numerous projects ... 
it may be preferable to charge those (general and administrative) 
expenses as incurred to periodic income.
This application is certainly an exception to the matching
^ A m e r i c a n  Institute of Certified Public Accountants, 
Comad.ttee on Accounting Procedure, "Long-term Construction-type 
Contracts," Accounting Research Bulletin Mo. 4 5 , o p . c i t ., p. 6.
^ R o b e r t  L. Dixon, cited by Moonitz, o p . c i t ., p. 47.
^ A m e r i c a n  Institute of Certified Public Accountants, 
Comaittee on Accounting Procedure, "Long-term Construction-type 
Contracts," Accounting Research Bulletin Mo. 4 5 . o p . cit., p. 6.
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principle, but one recognized by many authorities as likely to
18continue. However, it is Inconsistent and period costs must 
be deferred to obtain the proper income under the completed- 
contract basis.
In addition to being inconsistent, the completed-contract 
basis casts doubt on the continuous existence postulate. Rather 
than assuming a continuous life where the results of operations 
are assigned to specific periods of time, this basis implies a 
quasi-venture situation. The inference is that the contract 
under consideration is the only purpose for the firm to exist.
When the contract is completed, a profit determination will take 
place. Determination of profit only at the completion of a contract 
is in conflict with the usual assumption that the business life 
consists of a continuous series of transactions which provide 
income (or loss), and that the completion of a contract is merely 
one transaction from this series.
Once the contract is completed, the liquidation that would be 
accomplished under a venture system does not take place; rather, 
a new contract (venture) is begun. The quasi-venture presumption 
is present, however, regardless of the number of projects in 
process. Each contract appears to be a separate venture, and income 
is recognized upon completion of the venture. Most contractors
1 8For example, see Backer, o£. cit.. p. 246; or Sprouse
and Moonitz, o£. cit., p. 59.
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have reached the stage of overlapping ventures that provides 
continuous business operation. Thus, according to Gilman, the
need for fiscal period reporting has been developed and venture
19reporting left behind.
Since costs and expenses are accumulated in a Contracts in 
Progress account for several fiscal periods prior to being matched 
against revenue, it is necessary for the readers of the statements 
to understand that a stable unit of measure is not reflected by 
the reported data. For a proper matching of revenues with costs 
and expenses under the completed-contract basis, it is necessary 
to convert the costs and expenses to current-year dollars. Of 
course, this procedure does not meet the requirement of a 
periodic recognition of income. To meet the latter mandate, it is 
necessary to convert periodically the costs and expenses in the 
Contracts in Progress account to net realizable value (if known) 
or to replacement costs, and to recognize the related revenue or 
gain at that time. This latter method is completely adverse to 
the postulate of the completed-contract basis.
The completed-contract basis fails to give disclosure to 
material facts. Receivables from the contract orginator are not 
shown, and neither are the revenues earned by the contractor 
(assuming the earning process takes place as the work p r o g r e s s e s ) . 
The distorted results may tend to mislead an informed reader .
19Gilman, oj>. cit. , p. 73.
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If the completed-contract basis is used, then full disclosure 
should be given as to the basis of revenue recognition, so that 
the statement readers may be on guard.
Use of the completed-contract basis will often lead to pay­
ment of a greater amount of income tax than will an accrual basis. 
The individuals concerned in a sole proprietorship or partnership 
will find their income in a higher tax bracket on the progressive 
rate schedule, while the corporation say have a greater portion of 
its income subject to surtax. It is often argued that it is wo r t h ­
while for the taxpayer to pay the higher tax to acquire the use of 
the money over the life of the project. However, many taxpayers 
find themselves, in effect, paying interest at a considerably 
higher rate than if they had borrowed the money. Management 
should be aware of such a situation and act accordingly.
The completed-contract basis has little, if any, to offer the 
contractor engaged in long-term construction. It appeals to the 
overly conservative individuals who are so engrossed with the 
possibility of overstating income that they are willing to dis­
regard the definition of income; i.e., "the increase in owner's 
equity, assuming no changes in the amount of invested capital
either from price-level changes or from additional investments
20and no distribution to owners." As previously stated, Sprouse
Sprouse and Moonitz, op. cit., p. 9.
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and Moonitz declare that it is the task of the accountant to provide
full disclosure, reporting all assets and liabilities of the firs
21along with the revenues and expenses of the period.
The completed-contract method hardly conforms in this respect. 
Rather, it perpetuates the poor accounting systems often found in 
use by contractors. As Wilcox has stated, "In many cases con­
tractors do not have we 11-developed systems... In such cases the 
accounting methods may be adequate for the application of the
completed-contract method, but not for the percentage-of-completion 
22method." It should be noted that the task of the accountant is 
to report all the pertinent data to the best of his judgment. The 
completed-contract method does not permit this, so utilization of 
another basis should be encouraged.
21Ibid.. Pp. 55, 58-59. 
^^Wilcox, op. cit. p. 164.
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Appreciation Basis
Appreciation, the excess of estimated replacement cost over 
historical cost of certain assets, has not generally been recorded 
oy accountants. The main objections have been that this method is 
applied by use of market prices which may decline prior to completion 
of the transaction series (completion of the contract in this 
study), and the lack of legal standing of appreciation results. 
Another serious objection is the fact that appreciation is 
difficult to distinguish from changes in the general price level.
The latter changes are not considered to be income, but rather an 
adjustment of capital. Thus, the arguments boil down to the lack 
of conservatism and the lack of completely objective evidence on 
which to base the recognition of revenue.
If appreciation is used by the long-term construction con­
tractor, it will take the form of valuing the contracts in progress 
at net realizable value or replacement cost Instead of historical 
cost, and recognizing the related revenue or gain at the time of 
valuation. Obviously, appreciation will have to be used in 
association with another method, such as the completed sales or 
completed contract bases. Appreciation will not change the total 
revenue or gain to be recognized on the contract, but will cause 
earlier recognition of a portion of the revenue or gain.
Appreciation is suggested as a solution to the problem of a 
stable unit of measurement which has plagued accountants for past
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decades. The dollar has been used consistently in the United
States as the unit of aeasureneat, but the dollar is not stable;
i.e., its purchasing power fluctuates. For the past two decades 
the purchasing power of the dollar has declined. As the purchasing 
power has decreased, costs (measured in dollar amounts) have 
generally increased, and increasing costs are normally taken 
into account in determining the sales price.
The latter provision must be estimated by the contractor when 
computing the bid price, since the sales price is fixed once the
bid is accepted. If the contractor uses the completed-contract,
completed sales, or cash (assuming one lump-sum payment upon 
completion! basis of accounting, then the revenue received is 
measured in terms of the purchasing power of the dollar in the 
year of receipt. Costs, however, that are accumulated in the 
Contracts in Progress account represent dollars of several years 
with different purchasing powers. If appreciation is recognized 
periodically, such is not the case. The revenue, or gain, from 
appreciation is reported periodically, thus converting the amounts 
in the Contracts in Progress account to current-year dollars. The 
final profit determination at the completion of the contract is 
based on a more stable unit of measurement.
The use of accounting judgment plays a more Important 
role in the use of appreciation than in the use of most 
other bases. The completely objective evidence that many 
accountants demand is not present. H o w e v e r , many other
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accountants agree with Cannon chat "an estinate or forecast can be
23objective..’1 Sprouse and Moonitz state that inventories should 
be recorded at net realizable value (if known) or at replacement
24cost, and the related revenue or gain recorded at the same time.
They require that "in all cases the basis of measurement be
7 S’subject to verification by another competent investigator'."
Thus, the use of appreciation is not only permitted, but recommended
by them.
appreciation has in its favor the fact that the results are 
more meaningful in terms of "real" money; i . e . , in terms of the 
dollar's purchasing power. Failure to record the changes in the 
value of the dollar for a number of years may materially mislead 
the readers of the statements. Better disclosure is given by the 
use of appreciation.
The method of appreciation can give consistent results when 
properly applied. Full disclosure of its application is mandatory.
The principle of matching requires the reporting of revenues 
and costs on a current basis. As noted above, the utilization 
of appreciation aids in this discharge of the accountant's duty 
even when the completed-contract, completed sales, or cash basis
23Cannon, c>£. c i t . , p. 50.
j Sprouse and Moonitz, o£. c i t . , p. 57. 
25I b i d . , p. 57.
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is employed. A basis that recognizes revenae and expenses periodi­
cally, such as the percentage-of-coeipletion or accrual basis, tends 
to distort the results less through unrecognized appreciation than 
do those forsmrly n a m e d , but the use of appreciation is also 
applicable with these latter methods.
As Cannon so aptly states, "the postulates lead clearly to a 
requirement that we must make price-level a d j u s t m e n t s . " ^
Recognition of appreciation will aid the contractor. However, 
such recognition is not generally accepted, so complete disclosure 
must be given if appreciation is used. Many accountants consider 
the mode of recording appreciation in separate accounts, and the 
separate listing of appreciation on the financial statement, to be 
preferable.
26Cannon, oj». cit. . p. 53.
C HAPTER 4
INCOME DETERMINATION FOR LONG-TERM CONSTRUCTION C O N T R A C T O R S , 
II: ACCRETION, PERCENTAGE-OF-COMPLETION, A N D  A C C R U A L
BASES OF REVENUE RECOGNITION
The previous chapter was primarily devoted to methods of 
revenue recognition which do not conform to the postulate of 
recognizing revenue each accounting period when earned; rather, 
these methods defer recognition of revenues until cash is 
received, or receivable in the near future. The present chapter 
is devoted to methods which demand recognition of revenue when 




Revenue recognition by application of the accretion sethod 
is often H a l t e d  to the agricultural or extractive industries. 
However, aany of the characteristics which fora the underlying 
foundations of this aethod are apropos in the determinetion of 
income of the long-term construction-type contractor.
A  variation froa the norsttl concept of accretion as used 
in agriculture or the extractive Industries is found in the fact 
that the construction project will earn a fixed-dollar aaount of 
revenue. The problea in the contractor's recognition of revenue 
becomes one of when to recognize, and the aaount to be recognized 
each period. The farmer or miner has the same problems, as well 
as one of determining the total revenue to be realized. The problem 
of determining and allocating total costs and expenses is one that 
is cosaion to the contractor as well as to the farmer or miner.
The practice of periodic revenue, cost and expense recognition for 
long-term construction contractors as project "growth" occurs is 
called the percentage-of-cestpletion basis, and is discussed below 
under that heading. As a consequence, no further elaboration of 
the accretion basis is aade at this point.
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Percentage-of-Completion Baiia
Traditionally, accountants have held that realization is 
necessary in order to recognize revenue, with realization 
evidenced by cash receipts or receivables, or other new liquid 
assets.^ 0£ course, this concept implies that an exchange takes
p l a c e .
In recent years, many members of the accounting profession
have departed from this strict concept. One writer has stated,
"Manifestly, when a laborious process of manufacture and sale
culminates in the delivery of the product at a profit, that
profit is not attributable, except conventionally, to the moment
2when the sale or delivery occurred."
Paton, in a recent article, said, "If there is a major point
upon which there is general agreement in accounting it is that
3revenue results from the over-all process of production 
Even though the percentage-of-completion method is still contro­
versial among accountants, such controversy is not due to a recent
^Paton and Littleton, oj>. c i t . , p. 49.
2George 0. May, Financial Accounting (New York: The 
MacMillan Company, 1943), p. 30.
^William A. Paton, "'Deferred I n c o m e 1 - A  Misnomer," 
Journal of A c c o u n t a n c y . CXII (Sept., 1961), 39.
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development of the basis itself. Recognition of income in terms of 
completion percentages mas approved by the Treasury Department in
Article 36 of Regulations 62 issued la connection with the Revenue
aAct of 1921. It seems that a period of four decades would be
sufficient for accountants to either accept or reject the basis
coaqiletely, but such is not the case. The war of words among
accountants continues, debating the acceptability of the percentage-
of-completion basis.
Application of the percentage-of-completion method of revenue,
cost and expense recognition results in the determination of income
periodically as work, on the contract progresses. The American
Institute cceusittee recommends that,
the recognized income be that percentage of estimated 
total income, either:
(a) that incurred costs to date bear to estimated 
total costs after giving effect to estimates of 
costs to complete based upon most recent information, 
or
(b) that ma y  be indicated by such other aeasure of 
progress toward completion as may be appropriate 
having due regard to work p e r f o r m e d . 5
Since it is not uncommon for a contractor to incur substantial
costs during the early life of a project, the coaaittee agrees with
■any other accountants as they state,
*
I
^As quoted in Paton, o p . c i t . , p. 461.
^American Institute of C e rtified Public Accountants,
Comalttee on Accounting Procedure, "Long-term Construction- 




Costs as here used might exclude, especially during 
the early stages of a contract, all or a portion of 
the cost of such items as materials and subcontracts 
if it appears that such an exclusion would result in 
a more meaningful periodic allocation of income.&
Such costs as are excluded would be allocated to accounting 
periods over the life of the contract. Action of this kind 
represents the use of accounting Judgment in an attempt to 
determine income as correctly as possible. Undiscerning 
application of total costs incurred often leads to distorted 
income figures.
In eome instances costs Incurred to date, even with certain 
costs excluded, fail to provide an acceptable measure of work 
performed. When such a situation arises, it may be preferable to 
use some "other measure of progress"^ as suggested by the Institute 
committee. These measures may take the form of cubic yards of 
excavation for foundation work, cubic yards of cement poured or 
miles of cement laid for highway and street contractors, or 
estimates of percentage completed by the architects and/or 
engineers. The method to be used should be the one that gives 
the most meaningful determination of periodic income.
A number of advantages are inherent in the utilization of the 
percentage-of-completion method. One of the most Important of these 
is periodic recognition of income or loss. The accounting period
6 I b i d . , p. 4. 
^ I b i d . , p. 4.
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postulate has as Its basis the presumption that revenues, costs and 
expenses can be allocated to specific identifiable periods of t i m e , 
and the residue formed by comparing revenues with the total of 
expired costs and expenses provides the incoere or loss for the 
period. The percentage-o£-completion basis, enabling the accountant 
to recognize revenue as work on the contract progresses, fulfills 
the requirements of fiscal period accounting. In addition, the
t
matching postulate is accomplished by assigning most related 
costs and expenses to accounting periods as they aid in the 
production of revenue. An exception to such an assignment is often 
found in the case of period costs. While failure to allocate 
period costs say not lead to a large distortion of operating 
results, period costs are to be allocated. Whenever a procedure 
is available that will lead to a more meaningful income or loss 
figure, that procedure should be exercised. Whether the distortion 
is large or small, it is still a distortion and must be eliminated 
whenever feasible.
However, the problem of deferring period costs for a number 
of years in order to match them against revenue is usually 
unnecessary when using the percentage-of-completion basis. Host
of the allocation problems will be in the nature of prepaid or
accrued expenses with a current asset or current liability 
status. As n o t e d  in the previous chapter, long-term deferment is 
often appropriate when the completed-contract or completed sales 
method is applied.
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Consistent utilization of the percentage-of-completion method 
provides operating statements whicn are comparable to the statements 
of other accounting periods. To produce such comparable statements, 
it is necessary that the revenues earned and costs and expenses 
incurred be recognized on the statement of the period to which 
they apply. As Moonitz states, "The procedures used in accounting 
for a given entity should be appropriate for the measure of its 
position and its activities.. . Such is the aim of the percentage- 
of-complet ion method.
Consistency in income determination cannot be procured by 
consistent application of one method of revenue, cost and expense 
recognition alone. Certainly, consistent application is mandatory, 
but the method itself must be designed to give results which are 
comparable with those produced in other operating periods.
Basically, revenue must be recognized when earnad and costs and 
expenses recognized when incurred if a method is to be consistent.
Tne percentage-of-completion method passes this test to a larger 
extent than do any of the methods discussed in the previous 
chapter.
Moontiz has declared, "accounting reports should disclose that
9which is necessary to make them not misleading." Sprouse and 
Moonitz also state that all assets and liabilities with their
8Moonitz, op. cit.. p. 53.
9Moontiz, op. cit. , p. 50.
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related revenues and expenses should be recorded In the accounts
10and reported on the financial stateaents. The percentage-of- 
completion method, to a large extent, allows fulfillment of these 
requirement s .
The financial statements must indicate clearly the method used 
to recognize revenues, costs and expenses, and should be supple­
mented by a schedule or schedules revealing the components of 
profits or losses for each contract. The objective is to disclose 
pertinent details, not conceal them. Proper disclosure necessitates 
the reporting of profits when earned and losses when incurred. It 
is the intent of the percentage-of-completion method to report the 
earnings or losses as they exist, and not present a conservative, 
though perhaps misleading, picture.
The percentage-of-completion method does have one conservative 
aspect, however, since no attempt is normally made to recognize 
losses or gains resulting from price-level changes through the 
use of net realizable value or replacement cost for assets.
Losses or gains from price-level changes are usually not 
recognized separately, but are included with the normal operating 
loss or income each period. Such losses or gains are normally 
an insignificant item under the percentage-of-completion method, 
but form an item of which management should be aware.
^Sprouse and Moonitz, <jj>. cit., Pp. 55 and 58.
86
Apparently the percentage-of-completion basis complies with the
requirements for disclosure to a larger extent than does the
completed-contract, cash or sales basis. As called for by Spronsn
and Moonitz, this method enables the reporting of all assets and
liabilities,^ specifically receivables and payables relating to
the contract. Such disclosure aids in making the statements "not 
12misleading."
In addition, the concept of continuous existence of the firm 
appears to be recognized when using the percentage-of-completion 
method. Operations under the "going-concern" postulate should 
produce revenue while incurring costs and expenses. The 
quasi-venture presumption that is implied under the completed- 
contract basis is left behind and the need for fiscal period 
reporting is acknowledged and fulfilled by the percentage-of- 
completion method. Revenues are assigned to specific periods 
of time, as are costs and expenses. No more consideration is 
given to the possibility of liquidation or completion of the 
venture (contract) than is given to the possibility of liquidation 
or the completion of a job in a job order cost system. The 
underlying assumption is that the completion of a contract is a 
normal part of operations, and a new project will be started when
Sprouse and Moonitz, o£. cit.. Pp. 55, 58.
12Peloubet, op. cit., p. 35.
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the one in progress is completed. This theory is in line with the 
usual assumption that a business life consists of a continuous 
series of transactions which provide income (or loss)t and the 
completion of a contract is merely one transaction from this 
series.
Application of the percentage-of-completion basis will often 
lead to a savings in income tax payments when the firm is profitable. 
As indicated earlier, use of the eoapleted-contract, completed sale, 
or cash basis of Income determination by a corporation subjects all 
of the taxable income from a contract except $25,000 to the present 
surtax rate of 22 per cent. Periodic recognition of income, allowed 
under the percentage-of-completion method, exempts $25,000 of 
taxable income from the surtax each year of the contract's life, 
assuming taxable income each year to be in excess of $25,000.
Such recognition results in a tax savings of $5,500 per year for 
eaeh year of the contract except one. With an assumed interest 
rate of approximately 6 per cent, over $90,000 could be borrowed 
for a year for the purpose of paying the taxes, with the tax savings 
of $5,500 used to cover the interest payment on the loan, and the 
corporation would be as well off as under the completed-contract 
method of recognition. While savings for Individual taxpayers 
under the percentage-of-completion method may not be so great, 
saving possibilities exist due to the progressive tax rate table.
8tt
Recognition of all the income in one year subjects the taxpayer to 
a higher tax rate than if the income is recognized periodically.
The oft-expcessed argument that the contractor has the use of the 
money for a longer period of time under the completed-contract 
method is true, but the cost of using the money appears rather 
high. Borrowing is often preferable, resulting in lower total 
costs (income taxes plus Interest) to the contractor.
The prime criticisms of the percentage-of-completion basis 
are the lack of objective evidence furnished by incomplete 
transactions, the lack of conservatism, and the recognition of 
revenue prior to realization of c a s h . ^  All of these concepts 
appear to pertain to the concept of conservatism, and are discussed 
as such.
While the cash realization doctrine is often quoted as a basis 
of revenue recognition, it is rarely followed in practice. The 
sales basis recognizes revenue at the time of the sale, not upon 
collection of the money. Little, if any, consideration is given 
to the bad debts arising from the sale until the end of the fiscal 
period. These bad debts, however, will not be realized as cash 
at any time. No consideration is given to the possibility of the 
return of merchandise, even though the dollar amount involved may 
be relatively large. The "completed" transaction may not be so
^Paton and Littleton, ôg. cit. , p. 49. "Revenue is 
realized, according to the dominant view, when it is evidenced by 
cash receipts or receivables, or other new liquid assets. Implicit 
here are two tests: (1) conversion through legal sale or similar
process; (2) validation through the acquisition of liquid assets."
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complete after all. The receivable created may be worthless, or
its amount materially changed. Most series of transactions are
recorded prior to ultimate completion.
Another example is the matter of depreciation of fixed assets.
Following the strict description of realization, no sale occurs and
no liquid assets are formed so depreciation can never be recognized.
Thus, the continuous existence of the firm must be ignored
under strict use of realization by sale, and attention focused only
on the current fiscal period. Such is illogical, since an accounting
entity is operated with a succession of fiscal periods in mind,
even though actual existence is but one period at a time.
The term objective means, to many accountants, "unbiased;
14subject to verification by another competent investigator."
As such, it is not a synonym for realization, and the meaning of
the two words may conflict. Objectivity is possible with
15estimates or forecasts.
The application of objectivity under the percentage-of- 
completion method would require only that the data used for 
revenue recognition "be substantiated or capable of being 
substantiated by an independent p a r t y . S u c h  application 
recognizes the following points: "(15 the clear recognition that
^Cannon, c>£. cit., p. 50. 
15Ibid., p. 50.
^Arnett, 0 £. cit., p. b8.
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profit is attributable to the whole process of business activity, 
not just the moment of sale, and (2) the clear recognition that 
'realization at the point of sale' will give satisfactory results 
only when the flow of product is reasonably uniform."
If conservatism is given its proper usage, i.e., a counsel of 
caution in the application of accounting judgment, no violation is 
apparent in the exercise of the percentage-of-completion basis.
A disadvantage often mentioned as attached to the percentage- 
of-complet ion method is that the recognition of income prior to 
receipt of money may lead to the declaration, or a request for 
declaration, of dividends when money is not available for payment. 
Such a disadvantage reflects poor managerial policies in financial 
reporting, and is not a fault of the revenue recognition basis in 
use. Thus, this so-called disadvantage should not be considered 
in the selection of a method to determine net income.
A more serious disadvantage attached to this basis is the 
lack of a stable unit of measurement. The most common means of 
recognizing revenue is the application of the ratio of total costs 
to date to estimated total costs of the contract. Total costs to 
date, however, may be accumulated costs of several years and 
probably do not reflect the deduction in current purchasing power. 
Thus, the total net income is probably overstated (assuming price 
level Increases so common in recent decades), and net income for
Sprouse and Moonitz, op. cit.. p. 14.
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Che years Co date is probably overscated. By Che s a w  token, a net 
loss is understaced. To reflect net inccne or loss la terms of its 
real value (purchasing power), the total revenues and Che total costs 
and expenses sust be stated in terms of the money value of one 
accounting period. This reconciliation nay be accomplished by one 
of two methods: (1) stating total revenue to be received, as well
as prior year costs, in current year dollars; or (2) increasing 
total costs to date and expected total costs to dollars of the 
year of estimated contract completion. Either of these procedures 
requires the use of an index number to determine the difference in 
prior and current year dollar values and those dollars values in 
the year of estimated contract completion. In other words, ac c o u n t ­
ing judgment must be applied to give more meaningful results. Use 
of either of these procedures will not only reduce the total net 
income, assuming an upward trend in prices or a decreasing purchas­
ing power trend, but will also cause the recognition of a larger 
proportion of the net income in the earlier years of the contract 
life. Similarly, a net loss will be increased by either procedure. 
Since current data is normally emphasized, the former adjustment 
listed above is preferable to the latter.
In spite of this disadvantage of the percentage-of-completion 
basis, it is by far the most realistic basis discussed to this 
point. An attempt is made to recognize and measure the economic 
activity of the enterprise each fiscal period, as it should be.
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Accrual Basis
In r940, a Monograph authored by Paton and Littleton gave
18recognition to the difference in earned and realized revenues.
Revenue is earned, according to these writers, "during the entire
process of operation reflected in the accuauilation of costs assign-
19able to product." However, these same writers consider revenue
to be realized only when "it is evidenced by cash receipts or
20receivables, or other new liquid assets." And this proposition 
is followed by a statement probably reflecting general opinion 
until very recent years; "As a basis for revenue recognition in
the accounts, realization is in general more important than the
,,21process or earning.
However, the trend in recent years has been in the opposite
direction. Many accountants agree with Paton as he states, "If
there is a major point upon which there is general agreement in
accounting it is that revenue results from the over-all process
22of production ..." Sprouse and Mooaitz have aptly described 
this basis as follows:
1 8 Paton and Lit
19Ibid., P- 48.
20., . , Ibid., P- 49.
21 Ibid., P- 49.
22 „ „Pa t o n , M 1De f e
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Accrual accounting already provides an attitude, 
a point of view, and a procedure to allocate 
profit among the appropriate periods. Accrual 
accounting in essence attempts to reflect the 
financial efforts of business transactions when 
they occur, rather than at the time of some restricte 
set of events, such as the receipt or outlay of cash.
Many of the advantages and disadvantages of the accrual basis 
are identical with those of the percentage-of-completion basis. 
Among these are the concepts of periodic determination of income 
by the matching process, the continuous life of the firm, con­
sistency, and the managerial problem of periodic dividend 
declaration or the lack of such declaration. It is not necessary 
to discuss these points again under the accrual basis. However, 
some of the points of consideration differ markedly under the 
two bases, and these propositions form the foundation for further 
discussion.
Perhaps the greatest difference between the percentage-of- 
completion basis and the accrual basis is the stability or 
instability of the unit of measurement, coupled with the use or 
non-use of replacement cost. As stated previously, the percentage- 
of-completion basis does not recognize either changes in the dollar 
value or changes in replacement costs. These items are lumped 
together with operating profit or loss to form a single net income 
or loss. The accrual basis, recognizing revenue as a measurement 
of the exchange value of goods and services of the firm during
23
Sprouse and Moonitz, op. c1t., p. 11.
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•y ra period of time, separates operating profits or losses from the 
profits or losses due to the holding of assets for a period of tine 
and from price-level changes. However, the accrual basis does not 
necessarily distinguish price-level changes frost profits or losses 
caused by changes in replaceaent cost. While such a distinction 
should be made, the accrual method does not specifically call for 
it.
Changes in the value of enterprise assets over a period of tine 
give rise to the tern "holding" profits or losses. Such changes are 
due only to possession of these assets, and not to operation of the 
firm. It has long been accepted by sone accountants to value 
inventories at less than cost if the market value has fallen.
Due to conservatism, however, it has been generally unacceptable to 
use a value greater than cost. Such an arbitrary valuation method 
cannot help but be inconsistent. Consistency calls for the use of 
cost or market, not both. Thus, when market values are applied, 
these values should be used regardless of cost. If cost is the 
basis, then market should be ignored completely.
Sprouse and Moonitz have recommended adoption of market value, 
along with a process which is even more unconservative. They hold 
that :
Inventories which are readily salable at known prices 
with readily predictable costs of disposal should be 
recorded at net realizable value, and the related revenue
24Ibid., p. 9.
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taken up at the same tine. Other Inventory Items 
should be recorded at their current (replacement)
cost, and the related gain or loss separately
reported. ... Acquisition costs may be used when­
ever they approximate current (replacement) costs 25• • ■ »
This procedure has the result of assigning most of the change 
in the resource and the related income or loss to the periods of 
production or other activity, rather than to the period of the 
sale. The presumption is, of course, that current cost represents
the minimum economic value of the items to the firm, holding
profits or losses (those brought about by price rises or falls) 
are separated from operating profits or losses (sales price 
compared with current costs). Still, price-level changes are not 
separated and are combined with the holding profits or losses.
The long-term construction-type contractor, in applying 
these ideas to the accounting records, faces the problems of 
valuing the contract in progress at either net realizable value 
or replacement cost. Such valuation will provide the holding 
profit or loss, and the adjusted cost compared with the revenue 
assigned to the p e r i o d ^  wfii determine the operating income or 
loss. Net realizable value, being the contract price, is easily 
determined in this situation. However, costs of disposal (in 
this case the cost of completing the contract) are not so easily
25Ibid., p. 57.
2^It ts assumed by this writer that revenue will be 
assigned to accounting periods in the same manner as under the 
percentage-of-completion basis.
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ascertained. Replacement costs, if used, would require a restate­
ment of all material, labor, overhead and period costs into current 
period costs. Neither alternative is easily accomplished, but both 
are possibilities. The fact that the contractor is valuing an 
incomplete unit may hinder a determination of net realizable value 
or current cost. And even if the determination is made, the holding 
income or loss contains elements of price-level changes.
The problem of assigning revenue to each period remains as 
great as under the percentage-of-completion method. All the 
uncertainties of this method are carried forward to the accrual 
basis, with the added doubtfulness caused by restating the 
inventory into net realizable value or current costs. For these 
reasons, many accountants who accept the percentage-of-completion 
method as objective refuse to accept the accrual basis.
In accordance with what has been thought to be generally 
accepted accounting "principles," changes in the general level 
of prices have not been recognized in the accounting records.
In the past quarter century, price levels have consistently 
risen and the purchasing power of the dollar has fallen. This 
in turn has led to recognition of fictional profits (in terms 
of purchasing power), and the resulting financial statements 
are often misleading.
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Moonitz, la the recent postulates study, states, "accounting
27reports should be based on a stable measuring unit." This
concept is not new. In 1952, the Study Group on Business Income
recommended adjustment of the income statement to reflect price- 
28level changes, A year earlier, an American Accounting Associa­
tion committee had Issued a statement urging the use of supplementary
29statements adjusted for price-level changes by use of index numbers.
Edwards and Bell recommend adjustments at the end of the fiscal
30period to accounts which are presently compiled. The adjustments 
are recorded in separate ledger accounts, thus preserving historical 
costs. Data are made available by this process to prepctre supple­
mentary statements reflecting price-level changes, which can be 
presented along with traditional statements based on historical 
costs.
Moonitz apparently is in agreement with the utilization of 
supplementary statements since he states, "Accountants should move
27Moonitz, o£. cit., p. 45.
28gcudy Group on Business Income, American Institute of 
Certified Public Accountants, Changing Concepts of Business Income 
(New York: The MacMillan Company, 1952), p. 140.
29Committee on Concepts and Standards, American Accounting 
Association, "Price-level Changes and Financial Statements," The 
Accounting Review. XXVII (Oct., 1952), 468-474.
Edgar 0. Edwards and Philip W. Bell, The Theory and 
Measurement of Business Income (California: University of
California Press, 1961), p. 280.
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quickly therefore to implement modest proposals such as those of
the Study Group (on Business Income) and the American Accounting
31Association Comittee." Sprouse and Moonitz, in the principles
study, advocate recognition of price-level changes: "B. Changes
in resources should be classified among the amounts attributable
to (1) changes in the dollar (price-level changes) which led to
32restatement of capital but not to revenues or expenses.— 11 While
many accountants are now willing to concede that price-level changes
do exist and should be reported, apparently none of them are willing
to maintain the accounts of record on the basis of current-value
dollars. All of the writers cited seem to prefer use of supplementary
statements, with the prime statements still based on historical cost
or current cost. The recommendations of Edwards and Bell appear to
33be workable in the treatment of price-level changes.
The long-term construetion-type contractor, in the application 
of price-level adjustments, faces the problem of converting revenue 
as well as costs and expenses to current-dollar values.
The revenue, to be received in future accounting periods, must 
be stated in terms of dollars of the period of receipt. Since a
31 Moonitz, op. c it., p. 46.
32 Sprouse and Moonitz, oj>. cit. . p. 55.
-^Edvards and Bell, op. cit. , p. 280.
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fixed-dollar aaount is Co be received, it is necessary Co estimate 
the price-level index in Che year of receipt. By use of Che ratio 
of Che current price-level index to the year-of-receipt price-level 
index, it is possible to Increase or decrease Che current year 
revenue to dollars of Che year of receipt. In periods where Che 
price-level index is expected to increase, Che use of such a ratio 
will decrease Che dollar asount of revenue to be recognized 
c u r r e n t l y .
If the matching process is Co provide a correct measure of net 
income or loss, Che assets and liabilities affecting revenues, costs 
and expenses must also be stated in terms of current dollars. These 
assets include inventories, investments, long-term receivables and 
payables, plant and equipment, and intangibles. Failure to reflect 
current dollars in consideration of these items will misscate cost 
of goods sold, interest earned, interest expense, depreciation, and 
amortization of intangibles insofar as purchasing power of the 
dollars is regarded.
Once all the items on the Income statement are expressed in 
terms of current-year dollars, the resulting residue is the net 
operating Income or loss plus the net holding income or loss.
To separate these two items, it is necessary to use replacement 
costs (instead of the historical costs adjusted for p r i c e —level 
changes) for the various assets and liabilities which affect
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revenues, costs and expenses. The difference in net inccxae or loss 
provided after this adjustment and the net Income or loss prior to 
the adjustment, but after price-level adjustments, is the holding 
profit or loss. Finally, a comparison of revenues with costs and 
expenses based on replacement costs provides the contractor with 
net operating income or loss. Or, in other words, the remaining 
portion of net Income or loss not explained by the holding of 
assets in considered operating profit or loss.
The great problem facing the contractor is to locate satis­
factory price indexes. Which, if any, of the existing indexes
are suitable for use in converting the historical cost of assets
and liabilities into dollars of the current period? Possible 
indexes include the Consumer Price Index, construction indexes, 
wholesale indexes and some general Indexes. Furthermore, each 
firm may construct an index designed to fit its specific needs.
In any case, a choice must be made by the management of the 
construction firm as to what index is suitable; or as to whether
several indexes will be used, each one for separate assets or
liabilities. This problem of selection is beyond the scope of 
this paper.
Inasmuch as the application of neither current cost or 
current-dollar value is generally used by the accounting profession, 
the utilization of either or both requires full disclosure. The 
preferable means of disclosure is to show statements based on
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historical costs as well as statements developed by use of current 
cost and/or current-dollar values.
Similar to the percentage-of-completion method, period costs 
must be allocated to the span of time in which they aid In the 
production of revenue. Arbitrary assignment to the period in which 
these costs are paid is a throwback to the cash basis, and should 
be eliminated.
Employment of this basis of recognition would have resulted
in lower income taxes assuming profitable firms, for the past quarter
century. The basis is, unfortunately for the contractors, not
recognized under present tax regulations. Although the tax rules
specify that the accrual basis may be used, the definition of
accrual is actually a description of the completed sales basis:
"Under the accrual method, income is included in the year in which
the right to receive income becomes fixed and deductions are
35allowed when deductions are definitely established." The 
justification of the statement that this basis would have resulted 
in lower taxes is the fact that the price level has risen and net 
income /in terms of purchasing power) has thus been overstated, or 
net loss understated.
^Prentice-Ha 11, Inc., Prentice-Ha 11 Federal Taxes,
Volume 1 (Englewood Cliffs, New Jersey: Prentice-Hal1, Inc., 1962), 
p. 6192, Paragraph 6245.
~̂*lbid. , p. 6046, Paragraph 6056.
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Critics of the accrual basis proclaim this method completely 
Lacks conservatism and objectivity. Not only are the results based 
on an incomplete series of transactions with no realization of 
revenue taking place through an exchange, but Income is determined 
by processes which are never objectively determined by transactions. 
The completed transaction (completion and acceptance of the 
construction project) will never distinguish among price-level 
changes, holding profits or losses, and operating profits or 
losses. Such a lack of conservatism and objectivity renders the 
basis completely unacceptable to many accountants.
3 AIf the definition of income chosen for this study is valid, 
however, price-level changes must be distinguished from holding 
profits or losses and from operating income or loss. And if 
income is recognized when earned and losses when incurred, the neces­
sity for recognition of holding gains or losses becomes evident.
In spite of the disadvantage of the lack of conservatism, the 
accrual basis may provide the best measurement of profit or loss 
and at the same time give the fullest disclosure of the profit 
or loss components.
^^Sacker, c>£. c it. , p. 216.
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Summary
In the current chapter, the Methods which attempt, at least 
to some extent, to recognize revenue when earned and expenses when 
incurred have been studied. The prior chapter was devoted to methods 
which typically do not recognize revenue when earned or expenses 
when Incurred, insofar as the long-term construction-type contractor 
is concerned. Further discussion of the bases, to implement the 
presentation of contractor's financial statements, will be effected 
in the ensuing chapter.
CHAPTER 5
FINANCIAL STATEMENTS OF THE LONG-TERM 
CONSTRUCTION-TYPE CONTRACTOR
In past chapters, methods of determining net income or loss 
of the long-term construction-type contractor have been examined 
The purpose of the current chapter is to present a discussion of 
the means cf reporting and interpreting financial data of the 
contractor; i . e . , a consideration of the financial statements.
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Purpose and Use of Financial Statements
The conventional accounting statements ... balance sheet, 
income statement, retained earnings statement, and funds flow state­
ment ... have traditionally been and probably will be the most 
important media for management as well as outsiders to use in 
gauging the condition of a firm. In years past, most enterprises 
have relied on the balance sheet and income statement to determine 
where the firm stands at a particular time ard to point out the 
results of operations for a specified period of time.
The balance sheet is often referred to as the statement of 
financial condition or the statement of financial position, more 
appropriate titles. In like manner, the income statement is often 
referred to as the profit and loss statement or the operating 
statement. Whatever their titles, it is generally agreed that 
these two statements are the basic communication methods used 
by the accountant to report and interpret financial data.
In corporate accounting, the two basic statements are usually 
supplemented by a statement of retained earnings. The intent of 
this statement is to explain changes in earnings held by the firm 
due to net income or loss, payment of dividends, extraordinary 
losses or gains not reported on the income statement, and n o n ­
recurring losses or gains not reported on the income statement.
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A statement reflecting the changes in the current financial 
position of the firm over a period of time Is called a funds flow 
statement (also often called a statement of source and application 
of funds). And of course the changes in current position are 
reflected in the changes in net working capital, so the statement 
could properly be labeled a statement of source and application 
of working capital. While the funds flow statement has not known 
the popularity of the others mentioned, its use is becoming 
prevalent today, especially for managerial purposes.
The long-term construct ion-type contractor can, and does, 
make use of each of these statements. Consideration will be 
given to each statement in its applicability, or lack of applica­




Income Statement. Contractors subject to the cash basis will 
often prepare a statement of cash receipts and disbursements in 
lieu of an income statement and balance sheet, inasmuch as trans­
actions are recorded only upon the payment or receipt of cash.
The excess of receipts over disbursements, or vice versa, may 
be called net income or loss, but usually does not reflect the 
earnings or losses of the firm. The final figure is more properly 
labeled "excess of receipts over disbursements" than net income.
Balance Sheet. If a balance sheet is prepared by means of 
the cash basis, it is rather meaningless. Only the assets which 
are in cash form or have been paid for are recorded on the books.
No liabilities are recorded, except when money is borrowed. Many 
of the plant and intangible assets are charged to expense as paid. 
The balance sheet almost, if not entirely, becomes a recital of 
cash in bank and cash on hand. However, the contractor may show 
"Contracts in Progress" at the total expenditure to date less 
progress payments. The excess of progress payments over expendi­
tures is recognized as income upon receipt.
Statement of Retained Earnings. The statement of retained 
earnings would be prepared in the usual manner. To the beginning 
balance of retained earnings is added the excess (deficit) of cash 
receipts from operations over cash disbursements due to operations, 
after which dividend payments or owner withdrawals are deducted.
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Funds Statement:. A funds statement is usual lv unnecessary
under the cash basis. The changes in funds are usually evident
from the statement of cash receipts and disbursements, which in
reality is a statement of cash flow.
Violation of Accounting Principles. Statements prepared in
accordance with the cash basis of accounting fail to fulfill many
of the accounting postulates and principles, just as the cash basis
itself is in violation of the same principles and postulates.
The realization concept is carried to the extreme conservative
position, recognizing revenues and expenses only upon the exchange
of cash. Proper matching of revenues earned with expenses incurred
is not possible.
Recognition of transactions on a cash basis only mav reflect
doubt as to the continued existence of the firm, and is akin to a
liquidation recognition procedure. Such recognition also fails to
acknowledge existing assets and liabilities. Sprouse and Moonitz
have declared that all assets and liabilities should be recorded
1in the accounts and reported in the financial statements.
Peloubet agrees, declaring, "The first principle is adequate
disclosure, sufficient, as the SEC phrases it, to make the
2statements not misleading." Failure to report many of the assets 
and most of the liabilities hardly complies with the preceding 
statement s .
^Sprouse and Moonitz, op. cit., Pp. 55, 58.
2Peloubet, o g . cit. , p. 35.
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In regards Co Chose assets carried on che books £or several 
years, e.g., C o n tracts In Progress, no recognition is given to 
changes in the price level for that period of time. Thus, in 
terms of current-year dollars, the asset value sa y  be misstated. 
Also, any profits or losses that may have occurred from the h o l d i n g  
of assets are Ignored and are combined with operating profits or 
l o s s e s .
Statements prepared by application of the cash basis provide 
little useful information to any group of readers. The only 
advantage appears to be the limited acc o u n t i n g  records necessary 
to prepare such statements, and the lack of c o r r e sponding 
information usually turns out to be a disadvantage to all Interested 
p a r t i e s .
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Completed Sales Basis Statements
As stated earlier in this paper, the completed sales basis 
applied to the construction industry becomes the cooipleted- 
contract basis. Consequently, the discussion of accounting 
reports will be made under that heading.
i n
Coaploted-Contract Basis State— nt»
Income Stateaent. An Income stateaent prepared by use 
of chis basis will reflect total revenue of the contracts 
completed during the period of tiae covered by the stateaent.
The cumulative costs of the sase contracts, held in the 
Contracts in Progress account, are also reported on the incosw 
stateaent.
If period costs have been deferred in the saae aanner as the 
direct construction costs, then a proper aatching of revenue with 
expired costs and expenses aay be possible in order to determine 
a correct net incase figure. The net Incaee reported, however, 
is for the life of the contract or contracts coapleted this period, 
and is probably not earned in its entirety during the current 
accounting period. If the fiscal period is to be limited to a 
year or less, and if "profit is attributable to the whole process 
of business activity,"^ it follows that profit or loss aust be 
neasured periodically by a aatching of revenues with expired 
costs and expenses. Such is not possible, of course, due to the 
nature of the caapltted-cootracC basis. In cases where period 
costs are not deferred until revenue is recognized froa a 
contract, the aatching process gives distorted results on 
contracts coapleted. Revenue is properly aatched against construc­
tion costs of the same contract. However, aost of the period costs
3Sprouse and Moonitz, op. cit.. p. 55.
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of that contract have been recognized in prior periods, and costs 
pertaining to contracts to be coapleted in future periods are 
deducted froa revenues of coapleted contracts. This procedure can 
hardly be classified as "aatching** expenses with related revenues.
A n  incoae statement of a contractor engaged in the long-term 
construction-type industry, prepared by use of this basis, fails 
to comply with the postulate that "accounting reports should be 
based on a stable measuring unit."
The Contracts in Progress account, having been compiled over 
several accounting periods, reflects dollar values of each period. 
The dollar values reflected do not accurately aieasure the sacrifice 
in terms of current purchasing power. Thus, the net income often 
is misstated in terms of its purchasing power, and the readers 
of the income statement are aisled. The completed-contract method, 
based on historical costs, makes no provision for recognition of 
price-level changes.
"Accounting reports should disclose that which is necessary 
to make them not misleading,"^ declares Moonitz. As stated above, 
this postulate is violated by the non-recognition of price-level 
changes. Since holdings profits or losses are also Intermingled 
with operating profits or losses, the reader of the income state­
ment is not able to determine the net operating income or loss.
4Moonitz, op. cit.. p. 50.
3Ibid.. p. 50.
113
Such inability, in the opinion of this writer, violates the 
postulate of disclosure.
The concept of disclosure is normally complied with to some 
extent by reporting the basis utilized to recognize revenues, 
costs and expenses. It is further exercised by the preparation 
of a detailed supplementary schedule of the Individual contracts. 
However, this partial application of the postulate does not 
provide the necessary disclosure. Complete disclosure is mandatory 
if the Income statement is to be fully utilized by its m a d e r s .
The incoam statement is usually rather condensed, providing 
a minimum of detail. A typical statement is illustrated in 
Chart 3. The supplementary schedules supply the details of the 
contracts completed during the fiscal period. Such schedules are 
illustrated in Charts 4 and 5.
For purposes of analysis, comparative statements and schedules 
for several years are recoaeended, normally for a minimum of five 
years including the current one. Many accountants prefer statements 
and schedules for a ten-year period.
Balance S h e e t . A balance sheet prepared under the completed- 
contract basis usually has deficiencies, but not nearly so many as 
a balance sheet prepared by use of the cash basis. Accrual 
accounting is applied to seme extent, resulting in partial 
recognition of the assets and liabilities of the enterprise.
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However, che concept of conservatism is closely aligned with 
Che completed-contract basis, which often leads to inconsistent 
reporting of assets and liabilities. While it is common practice 
to anticipate losses on a contract (resulting in accruing expenses 
and the related liabilities), the basis prohibits the recording of 
revenues prior to contract completion. The latter mandate 
precludes the recording of accounts receivable and the related 
revenues on the basis of work progression. Accordingly, the only 
recorded items are the costs of Contracts in Progress and the 
billings to the project originator. Since billings are not often 
related to the degree of completion of the project, the balance 
sheet may fall to inform its readers as to the actual financial 
position of the firm.
Period costs, carried on the balance sheet as deferred costs, 
may have no future value to the enterprise. If period costs are 
to be deferred several fiscal periods in order to match revenues 
of the completed contract with expired costs and expenses, it is 
necessary to carry these period costs as deferred costs. These 
assets may be overstated, since their value to the firm occurred 
in prior periods, but it is not possible to avoid this miscon­
ception under the completed-contract basis.
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C ha r t 3
A B Y Z Construction Co., Inc.
Income Statement 
For Year Ended December 31, 1962
Revenue from Completed Jobs (Schedule A) $1,203,500
Costs of Construction (Schedule A) 1.031.620
Gross Profit from Completed Jobs $ 171,880
Operating Expenses:
Administrative Expenses (Schedule B) 554,610
General Expenses (Schedule B) 63.695
Total Operating Expenses ___ 118.305
Net Income Before Income Taxes $ 53,575
Income Tax Provision (40Z) ____ 21,430












A S Y Z Construction Co., Inc. 
Schedule A to the Income Statement 
For the Year Ended December 31, 1962
Completed Job Number
15 lb 17 18 19 Tota 1
$285,000 $196,000 $310,000 $287,500 $125,000 ,203,500
$ 69,150 $ 47,500 $ 75,500 $ 66,000 $ 48,500 $ 306,650
43,590 31,100 48,200 50,200 22,050 195,140
36,250 28,400 39,180 49,230 16,650 169,710
51,200 25,570 49,130 43,580 17,700 187,180
16,110 12,330 23,800 9,990 7,300 69,530
21,200 17.500 28,180 21,900 14,630 103,410
$237,500 $162,400 $263,990 $240,900 $126,830 ,031,620




A  B Y Z Construction Co., Inc. 
Schedule B to Iacoee Statement 






























































Total $5».61Q $63.693 $H ».305
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The postulate of disclosure^1 is hardly fulfilled by a balance 
sheet prepared under the auspices of this Method. Comparability of 
balance sheets for several consecutive fiscal periods is virtually 
non-existent. Consistency in the measurement of financial position 
is not possible when the results of several periods of operation 
are arbitrarily assigned to one period, i.e., the period in which the 
project is completed.
A contractor's balance sheet, prepared by employment of this 
basis fails to reflect changes in owner's equity due to price-level 
changes. The Contracts in Progress account, as well as accounts 
for fixed assets and long-term liabilities, reflect dollar values 
of prior periods, which do not necessarily correspond to dollar 
values of the current fiscal period. Any change in the purchasing 
power of the monetary unit is ignored, and the account balance is 
subsequently removed from the ledger at historical cost. If a 
gain or loss results, the computation is made by comparing 
historical cost with revenue earned. The gain or loss, in terms 
of purchasing power, is thus misstated if price-level changes 
have occurred.
Fixed assets, Contracts in Progress and materials inventory 
may also change in value by having been held for several fiscal 
periods. These "holding" profits or losses are not recorded 
under the completed-contract method, and the assets remain on
6Ibid.
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Che books at historical cost. When final disposition of an asset is 
■ade, the resulting profit or loss nay be due in part or wholly to the 
holding of the asset. However, holding profits or losses are not 
normally set forth separately by use of this basis, but are Included 
as part of operating profits or losses.
The format of a balance sheet for a long-term construction- 
type contractor is similar to that of a mercantile business, but 
with certain modifications. Accounts receivable, the contract
7price of those jobs completed less progress payments received, 
must distinguish between the amount currently due and the amount 
to be retained by the contract originator for a specified period 
of time. Also to be set aside in separate accounts are bid 
deposits, blueprint deposits and loans to sub-contractors.
The Contracts in Progress account contains the elements of 
cost (i.e., labor, material, overhead and sub-contract expense) 
accumulated on the incomplete jobs. As soon as a contract 
project is complete, or substantially so, as recommended by 
the Institute committee,^ the cumulative '•ost is removed from
^American Institute of Certified Public Accountants, A c c o u n t ­
ing Research Bulletin Humber 4 5 , o p . c i t ., p. 6. It is the opinion 
of this committee that "an excess of accumulated costs over related 
billings should be shown in the balance sheet as a current asset, 
and an excess of accumulated billings over related costs should be 
shown among the liabilities, in most cases a current liability."
This is the generally accepted method of handling the two items, 
though some accountants prefer to show total costs as an asset 
and total billings as a liaoility.
8Ibid., p. 5.
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Contracts in Progress and the account receivable is recognized. Of 
course, billings previously made are deducted from the receivable 
recorded.
Other inventories reported on the balance sheet are materials, 
supplies and tools on hand and not yet charged to a specific project.
The remaining current assets, along with investments and fixed 
assets, are presented in the same manner as those of a typical 
mercantile enterprise.
Included among other or miscellaneous assets are such items as 
utility deposits, deposits for bonding purposes and receivables 
from bonding companies of the sub-contractors. These items are not 
usually receivable by the firm in the current operating period, and 
therefore are not considered current assets.
Many of the liabilities reported on the balance sheet retain 
their conventional meaning. Examples include accounts payable, 
notes payable, accrued liabilities, and mortgage payable. Some 
of the other liability titles are distinctive with the construction 
industry.
Among this latter group are included payables to subcontractors, 
both the amounts due currently and the amounts to be retained by 
the contractor for a specific period of time, and the excess of 
accumulated billings over related costs.^ In most cases, these
^Ibid., p . o .
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liabilities are classified as current, either due to their nature 
or to the insignificant dollar amount Involved which stakes further 
classification impractical.
The equity section of the contractor's balance sheet does not 
differ from the equity portion of any other balance sheet. The 
governing feature as to presentation continues to be the type of 
ownership organization; i.e., proprietorship, partnership, or 
c o r p o r a t i o n .
The balance sheet, like the income statement, must be supported 
by schedules which supply the details of the items listed. Unless 
the details are given, much of the meaningfulness of the statement 
is destroyed. A typical statement is presented in Chart 6 and 
certain supplementary schedules are given in Chart 7.
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Chart 6





C a s h  $ 37,800
R e c e i v a b l e s :
Due on Completed Projects (Schedule 1) $ 30,000
Excess of C o n s t ruction Cost ever Related
Billings (Schedule 4) 135,550
Bid on Blueprint Deposits 10,000
Advance to Sub-Contractors (Schedule 2) 40.150 215,700
Inventories of Materials, Tools, and 
Supplies (at cost) 28,320
Prepaid Insurance 10,500
Supplies (Office) 5,080
Total Current Assets $297,400
Fixed Assets (Schedule 3) 277,500
Other Assets:
Utility Deposits not C u rrently Returnable $ 1,800
Deferred Period Costs 4,000
C a s h  Bonds not C u r rently Returnable 15,000
Due from D E X  Bonding C ompany (disputed 
cl a i m  on subcontractor default of 1961; 
in litigation) 21,400
Total Other Assets 42.200
T O T A L  ASSETS $617.100
LIABILITIES
Current Liabilities:
Notes Payable $ 40,000
Accounts Payable (Schedule 5) 78,800
Due to Subcontractors (Schedule 6) 76,050
A ccrued Liabilities (Schedule 7) 25,900
Income Taxes Payable 21.430






C a n o n  Stock (7,500 shares of $10 par) 





T O T A L  LIABILITIES A N D  EQUITY $617.100
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Chart 7
A 5 Y Z Construction Company, Inc.
Schedules to the Balance Sheet 
December 31, 1962
Schedule 1 - Receivables on Completed Contracts
job. Contract Payments Balance
No. Customer Price Received Due
16 Jones Brothers $196,000 $186,500 $ 9,500
18 King Company 287,500 27 3,150 14,350
19 Linn Corporation 125.000 118,850 6.150
T o t a 1s $608.500 $578.500 $ 30.000
Schedule 2 - Advances to Subcontractors
Related
Job. No. Subcontractor Amount
21 Short Electric Company $ 9,000
21 Digg Plumbing Company 4,670
22 Rugged Concrete Finishers 1,500
23 Rugged Concrete Finishers 2,700
23 Short Electric Company 12,000
23 Kleen Plumbers, Inc. 10.280
Total $ 40.150
Schedule 3 - Fixed Assets
Item Cost Accumulated Net
Depreciation
Heavy-duty equipment $345,000* $194,400* $150,600
Autos and trucks 183,000 92,150 90,850
Power tools 116,750 88,800 27,950
Office equipment 19.050 10,950 8.100
Totals $663.800 $386.300 $277,500
♦Covered by mortgage securing long-term equipment loan. All items 
are depreciated by the declining balance method except office 
equipment, which is depreciated at a composite rate of 7.5^ per 
annum.
Schedule 4 - Excess of Cost of Jobs in Progress Over Related Billings
Description
Contracts Total
Job. No, 20 21 22 23
Customer Mclnnis, Inc. Nole Company Ping Corp. RST, Inc.
Estimated completion date 3-15-63 9-8-63 4-27-63 2-14-64
Amount of Contract $300,000 $657,000 $275,000 $963,000 $2,195,000
Costs Incurred:
Beginning of year $ 27,000 $ - 0 - $ - 0 - $ - 0 - $ 27,000
During year $173,000 $282,000 $153,000 $361,000 $ 969.000
Total $200,000 $282,000 $153,000 $361,000 $ 996,000
Estimated Cost to Complete 50,000 302,000 98.000 477,000 927,000
Total $250,000 $584,000 $251,000 $838,000 $1,923,000
Estimated profit (loss)
at completion $ 50.000 $ 73,000 $ 24.000 $125,000 272.000
Amounts billed $160,000 $275,000 $125,450 $300,000 860.450
Excess of costs incurred over
related billings $ 40.000 $ 7,000 $ 27,550 $ 61,000 $ 135.550
Uncollected portion of amounts 
billed:
Due currently
Retained - Due at contract
$ 54,000 $ 63,000 $ 36,000 $207,000 $ 360,000
completion 6.000 7.000 4.000 23.000 40,000
Total $ 60,000 $ 70,000 $ 40,000 #230.000 ? 400.000
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Schedule 5 - Accounts Payable
Late-Lee Building Materials Company $31,380
On-The-Spot Concerete, Inc. 9,930
Diversified Steel Products 8,780
Local Supply Company 3,660
Knotle Lwaber Company 9,440
Contractor Equipment Rental 7,440
Others (each less than $100) 8.170
Total $78,800
Schedule 6 - Due to Subcontractors
Related Due
Retainage. No. Subcontractor Current
18 PQ Roofing Company $3,610
19 PQ Roofing Company 4,460
19 CDF Floorers, Inc. 2,070
20 Flash Electric Co. 6,830
21 MNO P 1umbe r s 5,580
21 Speed Electric Co. 9,900
22 M N O  Plumbers 7,750
23 MNO Plumbers 4,510
23 Flash Electric Co. 8,840
23 AB Concrete Company 9.750
Totals $63,300












Interest on notes payable $ 400
Interest on mortgage payable 2,900
Withheld from employees for taxes 13,750
Employer's payroll taxes 6,250
Workmen's compensation and liability insurance 2,300
Sales and use taxes___________________________________________________ 300
Total $25.900
Schedule 8 - Statement of Retained Earnings
Retained Earnings, January 1, 1962 $192,205
Add: Net income for year 32.145
Available for dividend declaration $224,350
Less: Dividends declared and paid 36,430
Retained Earnings, December 31, 1962 $187.920
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Funds Statement. The funds statement, as one writer has stated, 
"can be characterized as a condensed report of how the activities 
of the business have been financed, and how the financial resources 
have been used, during the period covered by the statement."^-®
This quotation is as true for the long-terai construction-type 
contractor as for any other enterprise. The funds statement is 
often referred to as the "where-got, where-gone" report.
Host of the data necessary to prepare a funds flow statement is 
derived from comparative balance sheets, with the net changes of the 
items being indicated. Some accounts, such as Retained Earnings, 
often have several important transactions involved and must be 
further analyzed. Certain information from the income statement 
is required, e.g., depreciation charges, amortization of intangibles, 
and amortization of deferred costs.
In order that the pertinent details may be visualized, the
balance sheet of the ABYZ Company for 1961 is presented in Chart 8.
Following the balance sheet, in Chart 9, is a statement of changes
in working capital for the year 1962. The latter statement is
necessary to provide full disclosure of the movements of funds
during the period. As stated by Mason, "The change in working 
capital should not be shown as a single item unless the changes in 
individual current assets and liabilities are i m m a t e r i a l . " H  Such 
is often not the case.
*^Perry Mason, "Cash Flow" Analysis and The Funds S t a tement, 




Once comparative balance sheets are available along with the 
changes in working capital, the funds statement is prepared. A  










R ec e i v a b l e s :
Due on Completed Projects $ 22,600
Excess o£ Construction Costs over 
Related Billings 143,760
Bid and Blueprint Deposits 10,000
Advance to Subcontractors 38,743 215,103
Inventories of Materials, Tools and 
Supplies (at cost) 29,600
Prepaid Insurance 9,300
Supplies (Office) 6.210
Total Current A s s e t s  $300,413
Fixed Assets (net) 293,800
Other Assets:
Utility Deposits not Currently Returnable $ 2,200
Deferred Period Costs 2,195
Cash Bonds not Currently Returnable 14,000
Due from DEX Bonding Company
(disputed claim on subcontractor
default of 1961 in litigation) 21.400




Notes Payable $ 45,000
Accounts Payable 82,413
Due to Subcontractors 59,010
Income Taxes Payable 20,000
Accrued Liabilities 24.380




E Q U I T Y
Comuon Stock (7,500 shares of $10 par) $ 75,000
Retained Earnings 192,205
TO T A L  EQUITY 267.205
TOTAL LIABILITIES AND EQUITY $634.008
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Chart 9
A B Y Z C o n s t ruction Company, Inc. 
Schedule of C hanges in Working 
Capita 1
For the Year Ended December 31, 1962
Increase
ITEM 1962 1961 (Decrease)
Cash $37,800 $40,200 ($2,400)
Due on C o mpleted Projects 
Excess of Cons t r u c t i o n  Costs
30,000 22,600 7,400
over Related Billings 135,550 143,760 ( 8,210)
Bid and Blueprint Deposits 10,000 10,000 - 0 -
Advances to Subcontractors 
Inventories of Materials, Tools
40,150 38,743 1,407
and Supplies 28,320 29,600 ( 1,280)
Prepaid Insurance 10,500 9,300 1,200
Supplies (Office) 5.080 6.210 ( 1,130)
Total Current Assets $297,400 $300,413 C$3,013).
Notes Payable $ 40,000 $ 45,000 $5,000
Accounts Payable 78,800 82,413 3,613
Due to Subcontractors 76,050 79,010 2,960
Ac c r u e d  Liabilities 25.900 24.380 L 1-5201
Total Current Liabilities $220,750 $230,803 $10,053
Working Capital $ 76.650 $ 69.610 $ 7.040
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Chart 10
A B Y Z C o n s truction Company, Inc. 
Statement of Source and App l i c a t i o n  of Funds 
For the Year Ended December 31, 1962
SOURCE:
Operat ions
Sale of Fixed Assets 
Return of Utility Deposits classed 
in non-current category 









Payments on Mortgage $24,000
Paynents of Period Costs to be Deferred 16,785
Dividends Declared and Paid 15,000
Purchase of Fixed Assets 7,000
Payment of Cash Bonds not currently
returnable 4,000
Payment of Utility Deposits not
currently returnable _____ 200
Total Funds Applied 66.985
Net Increase in Working Capital during Year $ 7.040
1Operations composed of:
Net Income for Year
Non-Cash Expenses Deducted to Determine Net Income: 
D epreciation $18,300
Period Cost Amortization







Income Statement. Preparation of an Income statement under 
the auspices of this basis will reflect a portion of the revenue 
from most of the contracts completed during the fiscal period, as 
well as a portion of the revenue from the contracts on which work 
was performed but the contracts were not completed. The underlying 
concept is that revenue is earned as production progresses. The 
costs and expenses of the construction firm for the period, less 
deferred material, subcontract or period costs, and plus a m ortiza­
tion of previously deferred costs are matched against revenue to 
determine the net income for the period.
An income statement prepared by application of the percentage- 
of-completion basis results in a proper matching of revenue with 
expired costs and expenses, and in the fiscal period when the 
revenue is earned. Thus, the concept of period accounting is 
fulfilled by this method, whereas it was not effected by the 
completed-contract basis*
For a correct matching of revenue and expenses to occur, it is 
often necessary that certain costs and expenses be deferred until 
a later accounting period. Examples include material., subcontract 
and period costs. The Institute Committee declared, "Costs as 
here used might exclude, especially during the early stages of a 
contract, all or a portion of the cost of such items as materials
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and subcontracts if it appears that such an exclusion would result
1 2In a more meaningful periodic allocation of income.'
Application of the percentage-of-completion method Instead of 
the completed-contract basis does not produce an income statement 
using a stable unit of measurement. Since revenue is recognized 
each accounting period and most of the costs and expenses are 
assigned to the income statement in the period incurred, the price- 
level problem is of less Importance in each accounting perk'd than 
it is under the completed-contract basis. However, the problem is 
still prevalent.
If the contract price is to be paid in one payment at the 
completion of the project, it is unlikely that the purchasing power 
of --.venue recognized currently will be the same as the purchasing 
power of the payment received several years hence. When the price 
level is rising, it is necessary to discount future receipts to 
determine future purchasing power of revenue currently recognized. 
The percentage-of-completion basis, unfortunately, does not call 
for such discounting, or for any other recognition of price-level 
c h a n g e s .
The price-level problem is also present in deferred material, 
subcontract and period costs. The purchasing power of the monetary
12American Institute of Certified Public Accountants, 
Accounting Research Bulletin N f b e r  4 5 , o p . c l t . , p. 4.
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unit probably changes from the time of payment to the time of recog­
nizing the deferrals as expenses. Again, the change in purchasing 
power is ignored by the percentage-of-completion basis.
Similar to the completed-contract basis, the income statement 
prepared by application of the percentage-of-completion basis does 
not provide full disclosure. Price-level changes are not recognized, 
and neither are holding profits or losses. Partial disclosure is 
provided by reporting the basis utilized to recognize revenues, 
costs and expenses, and by preparing detailed supplementary 
schedules of the individual contracts. Still, it appears doubtful 
that the concept of disclosure as viewed by Moonitz is fulfilled:
"Accounting reports should disclose that which is necessary to
13make them not misleading."
The income statement is usually rather condensed, with details 
shown in the supplementary schedules. A typical income statement, 
with supporting schedules, is shown in Charts 11, 12 and 13.
Balance Sheet. A marked improvement in the compliance with 
accounting postulates and principles is noted in the preparation 
of a contractor's balance sheet when the percentage-of-completion 
basis is utilized instead of the completed-contract basis. However, 
some defects remain which must be eliminated.
The concept of conservatism appears, to a larger extent, to 
have been returned to its righful place as a counsel of caution.
13Moonitz, o£. cit. . p. 50.
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T h u s , assets and liabilities, along with the result of revenues
earned and expenses incurred, are reported on the balance sheet
at the end of the period in which their existance is determined.
The Institute Committee clearly stated: "Under this method
current assets may include costs and recognized income not yet
billed, with respect to certain contracts; and liabilities, in most
cases current liabilities, may include billings in excess of costs
x 4ana recognized income with respect to other contracts."
The latter procedure, of course, is in variance with that of 
the completed-contract method, whereby "recognized income not yet 
billed" is not recorded on the balance sheet.
Period costs, for the most part, do not require deferral when 
the percentage-of-completion basis it applied. The few period 
costs which are deferred and amortized are not normally so material 
in amount as to affect the statement r e a d e r ’s judgment.
^ A m e r i c a n  Institute of Certified Public Accountants, 
Accounting Research Bulletin Humber 4 5 , o p . c i t ., Pp. 4-5.
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Chart 11
A B Y Z C o n s t r u c t i o n  Company, Inc.
Income Statement 
For the Year Ended December 31, 1962
Gross Contract Revenue (Schedule A) $1 ,252,565
Cost of C o n s t r u c t i o n  (Schedule A) 1 .075.548
Gross Profit on C o n s t r u c t i o n  Work Performed $ 177,017
Ope r a t i n g  Expenses:
A dminist r a t i v e  (Schedule B) $49,148
General (Schedule B) 61.199
Total Operating Expenses 110.347
Net Income Before Income Taxes $ 66,670
Income T a x  Provision (40%) 26.680





A B Y Z Construction Company inc. 
Schedule A to the Incoae Statement 
For the Year Ended December 31, 1962
Contracts
Job. No. 15 16 17 18 19 20 21 22 23 Total
Customer C&F, Inc. Smith Bros. Tex, Inc. Brown HI Mclnnis, Noble Ping RST, Inc.











Amount of contract $285,000 $196,000 $310,000 $287,500 $125,000 $300,000 $657,000 $275,000 $963,000 $3,398,500
Estimated percent of 
completion 1001 1007. 1007. 100% 100% 80% 48,291 60.96% 43,081
Estimated amount of contract earned: 
Total $285,000 $196,000 $310,000 $287,500 $125,000 $240,000 $317,265 $167,640 $414,860 $2,343,265
Earned in prior years 230.000 150.000 240.000 250.000 95.000 60.000 65.700 - 0 - ■ « • 1.090.700
Earned in current year $ 55,000 $ 46,000 $ 70,000 $ 37,500 $ 30,000 $180,000 $251,565 $167,640 $414,160 $1,252,565
Costs Incurred in Current Year 47.500 50.000 58.600 32.300 30.000 167.000 197.(00 174,900 317.568 1.075.548
7.500 
$285,000 $196,000
Current Year Profit (or Loss)
Amounts billed 
Excess of:
Estimated amount of contract earned over amounts billed and billable 
Uncollected portion of amounts billed:
Due currently









$275,000 $155,450 $390,000 
_4L265 $ 12.190 $ 24.860
177.017 
$2,243,950
$ 10,000 $ 4,000 $ 30,000 $ 12,581 $ 7,000 $ 63,581
12.500 22.000 27.500 12.545 30.000 135.545




A  B Y Z Construction Company, Inc. 
Schedule B to the Income Statement 
For Year Ended December 31, 1962
Administrative General
Item Expenses Expenses Total
Salaries $ 36,000 $42,000 $78,000
Rent 1,500 1,500 3,000
Repairs and maintenance 300 250 550
Automobile expense 3,780 2,600 6,380
Depreciation 1,500 1,800 3,300
Office supplies 560 400 960
Telephone and telegraph 518 406 924
Travel 4,500 2,764 7,264
Utilities 370 210 580
Insurance-other than payroll 1,290 1,290
Taxes 4,400 4,400
Interest 1,300 1,300
Bad debts 319 319
Legal and auditing 1,500 1,500
Miscellaneous 120 460 580
Iota 1 49.148 ? A U > 9 9 $110,347
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While the concept of disclosure Is fulfilled Insofar as 
recognition of receivables is involved, many pertinent facts 
remain undisclosed. The balance sheet fails to reflect changes in 
owner's equity brought about by price-level changes. Accounts 
for fixed assets and long-term liabilities reflect dollar values 
of other fiscal periods, which often do not correspond to dollar 
values of the current period. Changes in the purchasing power of 
the monetary unit are ignored, and the account balance is removed 
from the ledger at historical cost when final disposition of the 
item occurs. Should a gain or loss occur, the computation is derived 
by a comparison of historical costs with revenue earned or with a 
decrease in liabilities. The gain or loss, in terms of purchasing 
power, is therefore misstated if price-level changes have occurred.
Many of the fixed assets nay also change in value over a 
period of time, resulting in profits or losses due only to the 
physical possession of the asset. Such "holding" profits or 
losses are not recorded when the percentage-of-completion basis 
is applied, and the assets are continued la the accounts at 
historical cost. Upon final disposition of an asset, the resulting 
profit awy be caused in part or completely by the holding of the 
asset. However, profits or losses of this type are not set forth 
separately under the percentage-of-completion basis, but are 
cosd>ined with price-level changes and operating profits or losses 
to give a "gain or loss upon disposition of fixed assets 11
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The format of the balance sheet is approximately the same as 
the one presented under the completed-contract basis. Under the 
receivable section of the current assets, the listing "Excess 
of Construction Cost over Related Billings" would be changed to 
"Excess of Construction Costs and Recognized Income Not Yet 
Billed Over Related B i l l i n g s . I f  the related billings on any
contract are larger than the cost and recognized income not billed,
16the difference is normally shown as a current liability. The 
schedule supporting this portion of the balance sheet would also 
be modified to reflect recognized income which has not been billed 
to the customers.
Other than the changes noted above, the balance sheet and its 
supporting schedules are arranged in the same manner as those 
presented under the completed-contract basis. For this reason, 
it is not deemed necessary to illustrate the balance sheet and 
schedules anew.
Funds Statement. The same argument is presented for the funds 
statement. With the exception of a different amount of "net 
income from operations" and a different "net change in funds" 
than if the completed-contract basis was applied, the funds state­
ment is similar in preparation and presentation to the one shown 
in Chart 10 above. Thus, it appears unnecessary to illustrate 




Accrual Baals Statements 
The financial statements prepared by application of this 
concept are, as a beginning, the sane as those provided by utili- 
cation of the percentage-of-completion basis. Additional informa­
tion is shown, however, for the purpose of separating price-level 
components and holding profits or losses from each other and from 
operating income or loss.
Such statements are designed to give full disclosure of all 
pertinent information affecting the reader's judgment. An accurate 
report on the stewardship of management must separate those areas 
over which control cannot be directly exercised, i.e., price-level 
changes and holding profits or losses, from the area where m a n a g e ­
ment is responsible. The latter area, of course, is the result of 
operating the firm for a specific period of time.
Incone St a t e m e n t . A  starting point in the preparation of the
income statement is to convert the income recognised but not 
currently receivable into dollar-values at the time of expected 
receipt. The problem of price-level changes is especially prevalent 
in cases of liap-sum payments at the completion of a contract. 
However, the adjustment appears equally necessary in cases where 
revenue recognized is not receivable for several months or years.
For purposes of illustration, the income statement and support­
ing schedules appearing in Charts 11, 12 and 13 will be used. This
statement and the schedules are prepared by the application of
historical costs, and the assumption is made that progress payments 
are to be received by the contractor at specified intervals during 
the projects.
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By referring to Chart 12, It is determined that $99,315 in 
revenue has been recognised which cannot be currently billed, due 
to contract provisions. However, the amounts due on Jobs 20 and 22 
apparently can be billed within two or three months and say not 
need price-level adjustment. But judging by the estimated completion 
date, it may be six or more months before billings are allowed on 
Jobs 21 and 23. Upon investigation, it is determined that the 
$42,265 for Job 21 will be billed about July 1, and the $24,860 for 
Job 23 will be billed about September 1. The price level is 
expected to increase .8 per cent by July 1 and .95 per cent by 
September 1. Thus, it becoees necessary to decrease the revenue 
recognized and not billed to dollar values at the time of receipt. 
Assuming the current date equal to 100 per cent, the $42,265 is 
divided by 100.8 and the $24,860 by 100.95, yielding $41,930 and 
$24,626 respectively. Thus, the two contracts will yield $569 
less in purchasing power than is traditionally shown on the state­
ments.
Balance S h e e t . In addition, constructimn costs Incurred on 
incomplete jobs several months or years prior to the statement 
date represent a greater sacrifice of purchasing power than is 
indicated by the statement (assuming a rising price-level). 
Construction costs must be adjusted to reflect current-dollar 
values. For illustrative purposes, it is assumed that the 
price level has increased and that a net adjustment of $1,250
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to construction costs is necessary to convert historical costs to 
current-dollar values.
The sasse price-level problem as was noted on the "Recognized 
Income Not Yet Billed" may be found in "Advances to Subcontractor." 
If these advances are not due for several months and the amounts 
involved are large enough to affect a reader's judgment, then a 
price-level adjustment is in order. As an assumption, $25,000 
of the advances are due in January and early February, with the 
remainder having an average due date of July I. Unless the price 
level fluctuates rapidly with rather emphatic changes, it is not 
likely that an adjustment of the $25,000 will be profitable. For 
the remainder, however, an adjustment may be needed. Raving 
already determined that the price-level will increase .8 per cent 
by July 1, $15,150 is divided by 100.8 to yield $15,030 or a 
price-level adjustment of $120. This adjustment alone is not 
important and, depending upon the a c c o u n t a n t ’s judgment, might be 
omitted. However, the danger in such an omission is the cumulative 
result of a number of small items. For purposes of this pa p e r , the 
adjustment is nude.
If period costs have been deferred in past years, and are being 
recognized as expenses in the current period, it is necessary to 
convert these expenses into current-dollar values. Assuming a 
rising price level, the period costs will be increased by the 
amount of change in the price level since the expenditures for
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the period costs were made. Such an adjustment will enable the Income 
statement to show the correct decrease in purchasing power. Examples 
of these items are insurance expense, amortization of patents and 
subcontract expense.
The remaining items listed as other assets present the same 
problem. Each one represents an expenditure of cash or a receivable 
recorded in the current year or in a prior year. By their classifi- 
cation, it is not expected that any of these items will be 
realized in cash in the next fiscal period. If the price level 
continues to rise, the purchasing power of each one is overstated. 
Since the cash realization date is uncertain, a compromise appears 
in order, stating each of the assets at estimated dollar values 
as of the end of the next fiscal period. This is not accurate, 
but may be the only solution possible if the cash realization 
date of the assets is not ieterminable. Certainly, some 
adjustment is in order.
The inventories of tools and supplies are not normally held 
for more than a few months and do not usually require adjustment 
for price-level changes. Should the tools or supplies be held 
for more than a few months, and if the dollar amount is material, 
historical cost must be converted into current-period dollars.
Many contractors purchase all the materials for a contract at 
the beginning of the project, even though some of the materials 
may not enter into construction until several fiscal periods hence. 
Materials on hand may be carried on the books for several ac c o u n t ­
ing periods. The materials must be expressed in current-year dollars,
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so that an accurate calculation of purchasing power expended (in 
terms of materials entered into process) can be made. When the 
price level inc'.eases, the material inventory will be increased 
to reflect current-year dollars.
In regards to the inventory of materials, tools and supplies, 
profits or losses occur due to the physical possession of inventory 
for several fiscal periods. Called "holding'* profits or losses, 
the determination is made by comparing current replacement cost 
with historical cost adjusted for price*level changes. Sprouse 
and Moonitz advocate the use of net realizable value, where known, 
in lieu of replacement c o s t . ^  The contractor, applying this 
concept, must be able to ascertain the total mark-up on inventory 
which he expects to apply as a portion of contract profit. With 
the mark-up added, the Inventory is expressed at net realizable 
value. If the mark-up cannot be determined accurately, then 
replacement cost is assumed.
The depreciation of fixed assets is usually based on 
historical costs of the assets. However, if depreciation is to 
measure the sacrifice in purchasing power assigned to a 
specific accounting period, the assets involved must reflect 
purchasing power. The reflection of purchasing power calls for 
recognition of changes in the price level, as well as changes in 
the market value of the assets.
^Sprouse and Moonitz, op. cit. . p. 57.
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As in the case of the invtstory, the first step is to adjust 
for price-level changes since the acquisition of the assets.
After the price-level change is recognised, the adjusted historical 
cost figure is cosparsd with replacement cost tc compute the holding 
profit or loss.
The problem arises, however, of determining replacement cost
of the fixed assets. It is often necessary to resort to appraisal,
an expensive and often inaccurate procedure. For these reasons,
Sprouse and Moonits declare: "In the external reports, plant aad
equipneat should be restated in terms of current replacement costs
whenever some significant event occurs .... Even in the absence of
a significant event, the accounts could be restated at periodic
18Intervals, perhaps every five years." While this criteria is a
very arbitrary selection of a time interval, it is preferable
to no recognition of replacement cost. The five-year interval
between appraisals is also suggested by Edwards and Bell for
complex assets, but they suggest that, "For sost assets which do
not have a current market purchase value, however, it should be
feasible to estimate current values on the basis of one or another
1 9of various price indexes...." The latter approach appears realis­
tic to this writer. Depreciation computed on the adjusted aaoonts 
usually differs significantly from depreciation based on historical 
cost.
18Ibid.
19Edwards and Bell, op. cit.. Pp. 186-187.
147
In the area of liabilities. It Is wise to consider accrued 
liabilities and the expenses to which they relate. If these 
liabilities are due soon after the next fiscal period begins, 
no adjustment for price-level changes should be needed. However, 
if sane of the accrued liabilities are due several swaths hence 
and are of significant dollar aaomt to affect the reader's 
judpsant, a price-level adjustment is required. The procedure 
Is similar to that used for contractor's revenue earlier in 
the chapter.
Often a price-level adjustment for the income tax liability 
Is In order. The amount involved is usually large enough to 
affect a reader's judgment, and taxes are not payable for au>re 
than two numths after the fiscal period ends (nsre than three 
months in the case of individuals). A small change in the price 
level applied to the large dollar amount involved in taxes can 
cause a significant adjustamnt, even for this short period of 
time. The mechanics again are similar to those applied to the 
contractor's revenue.
Long-term liabilities present a difficult problem In the 
recognition of price-level changes. For axaaq>le, the contractor 
has a mortgage payable which is being retired by payments for 
the next thirty years. Each year the price level will probably 
be different. And to forecast the price level thirty years 
hence is not realistic. However, neither is it realistic to
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show a mortgage requiring a specified sacrifice of p u r chasing 
power for retirement, wh e n  that amount is undoubtedly incorrect. 
Thus, the estimate of price level ma y  be the lesser of the evils.
Usually a trend is developed for prior years and the current 
year in order to prognosticate for the future. W i t h  many years 
involved, the accountant may find it simpler to use a wei g h t e d  
average of the time period. A n e w  estimate should be made tach year 
in order to present the data in vi e w  of the most recent information.
Many accountants refuse to discount liabilities due in future 
years, relying on a historical cost basis instead. Again, the 
concept of c o n s e r v a t i s m  rears its head. If price-level changes 
are recognized for assets, why not for liabilities?
Interest payments on the mortgage should be treated in the 
same manner as the mortgages, recognition being given to the 
changes in purchasing power of fixed-amount payments to be made 
in later years.
While other items may have an effect on the reliability of 
the contractor's statements, those m e n t i o n e d  above are the most 
prevalent ones a f fecting price-level changes and holding profits 
or losses.
Presented in Charts 14 through 19 are statements and schedules 
for the ABYZ C o m p a n y  in which price-level changes and h o l d i n g  
profits or losses are recognized. In Schedule B to the income 
statement, only those items wh i c h  are a f f e c t e d  by price-level
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changes and replacement cost valuation are shown. The reader is 
directed to Chart 13 for the regaining items. Most of the schedules 
accompanying the balance sheet are easily prepared and are esd.tted.
It Is deemed necessary to show the schedule of fixed assets and 
the statement of retained earnings appearing la Chart 17.
In the opinion of this writer, the statenants presented under 
the accrual basis are much more Informative and useful than those 
statements previously discussed. As an example, the lac earn state­
ment presented In Chart 14 shows the net Incasm figure typically 
given Is overstated (In this case) by $5,182 if net lac one Is 
deemed to mean a purchasing power Increase. This Is an overstatement 
of 14.89 per cent when based on the net Inc out reflecting purchasing 
power and current costs. Such a distortion is not readily discern- 
able to the readers of stateewnts based on historical costs; yet, 
such a distortion will probably mislead the reader of the state­
ments regarding the earning power and financial condition of the 
enterprise.
I
A B Y Z Construction Company, Inc.
Income Statement 
For the Year ended December 31. 1963
After Price-Level
Historical Costs After Price-level Adjustment and with Use
Adjustment of Replacement Costs
Gross Contract Revenue (Schedule A)* $1,252,365 $1,251,994 $1,251,994
Costs of Construction (Schedule A)* 1,075.548 1,076,798 1,076,377
Gross Profit on Construction Work Performed $ 177,017 $ 175,196 $ 175,617
Operating Expenses;
Administrative (Schedule B) $49,148 $49,39' $49,448
General (Schedule B) 61.199 61.509 61.572
Totai Operating Expenses 110.347 110.905 111.020
Net Income Before Income Taxes $ 66,670 $ b4,291 $ 64,597
income Tax Provision (AOX) 26,680 25,716 25.839
Net Income after Taxes J^^haSshS LsJniamt  ̂ 38,758
Profits from Use of Replacement Costs and not 
Previously Recognised (See balance sheet) $10,084
less: Income Tax Provision (40X) 4,033 6,051
Net Income from Holding Profits and Operations $ 44,809
Less: Holding Profits Recognized in Prior Periods 
(see 1961 balance sheet) 10.001
Net Income to Retained Eamingc $ 39,990 J _ 3 |i575 $ 3 M 0 8
♦Schedule A, similar to the one shown in Chart 12, 1b not shown here. The reader is referred to the descriptive material prior to 




A B Y Z Construction Company, Inc, 
Schedule B* to the Income Statement 
For the Year Ended December 13, 1962


























ciation $ 1,500 $ 1,748 $ 1,800 $ 1,800 $ 2,097 $ 2,160 $ 3,300 $ 3,845 $ 3,960
Insurance- 
other than 
payroll 1.290 1.303 1,303 _±a303_.. 1.303
Totals* $49,148 $49.396 $49.448 $61.199 $61.509 $61.572 $110,347 $110.905 $111,020
*Abbreviated schedule. The reader is referred to Chart 13 for the additionalaccounts with their 
balances. Unless listed in the current chart, the account balance does not need to be adjusted for 
price-level changes or replacement costs.
Chart 16
A B Y Z Construction Company, Inc. 
Balance Sheet, December 31, 1962
After Price-Level
Description Historical Costs After Price- Adjustments and Use
____________    Level Adjustments of Replacement Costs
ASSETS 
Current Assets;
Cash $ 37,800 $ 37,800 $ 37,800
Receivables;
Due on Completed Projects (Chart 12) $ 53,500 $ 53,500 $ 53,500
Due on Incomplete Projects 
(Chart 12) 145,626 145,626 145,626
Excess of Construction Costs and 
Recognized Income Not Yet Billed
Over Related Billings (Chart 12) 99,315 99,996 99,996
Bid and Blueprint Deposits 10,000 10,000 10,000
Advances to Subcontractors 40,150 348,591 40,030 349,152 40,030 349,152
Inventories of Materials, Tools and Supplies 28,320 29,020 29,910
Prepaid Insurance 10,500 10,500 10,500
Supplies (Office) 5,080 5.080 5.080
Total Current Assets $430,291 $431,552 $432,442
Fixed Assets (net) 277,500 322,500 332,000
Other Assets;
Utility Deposits not Currently Return*
able $ 1,600 $ 1,782 $ 1,782
Deferred Period Costs 595 589 589
Cash Bonds not Currently Returnable 15,000 ty#851 14,851
Due from DEX Bonding Company (disputed 
claim on subcontractor default dur­
ing 1961; in litigation) 21,400 21.188 21.188
Total Other Assets 38,795 38.410 38,410







Due to Subcontractors 
Income Taxes Payable 
Accrued Liabilities 





































Coomon Stock (17,500 shares of $10 par) $175,000 
Retained Earnings 212,156
Appraleal Capital Arising from
Price-Level Adjustments _______
TOTAL EQUITY













A* The appraisal capital is computed by comparison of the assets and liabilities before and after 
price-level adjustment, plus the decrease in net Income of $1,415 due to price-level changes.
b. $4,156 of this amount pertains to holding profits and is not currently payable to tax authorities.
Chart 17
A B Y Z Construction Company, Inc.
Schedules to the Balance Sheet 
December 31, 1962
















Heavy Duty Equipment'* $345,000 $194,400 $150,600 $400,945 $225,924 $175,021 $412,753 $232,575 $180,178
Autos and trucks 183,000 92,150 90,850 212,675 107,093 105,582 218,938 110,247 108,691
Power tools 116,750 88,800 27,950 135,682 103,199 32,483 139,678 106,238 33,440
Office equipment 19.050 10.950 8,100 22.139 12.725 9,414 22.791 13.100 9,691
Totals $663,800 $386,300 $277,500 $771,441 $448,941 $122,500 $794,160 $462,160 $332,000
♦Covered by mortgage securing long-term equipment loan.
**A11 items are being depreciated by the declining balance method except office equipment, which is being depreciated at a composite 
rate of 7.5 per cent per annum.
Schedule 2 - Statement of Retained Earnings
After After Price-Level Adjustment
Historical Price-Level and with Use of Replacement
Cost Adjustment_ _ _ _ _ _ _ _ _  Costs_ _ _ _ _ _ _ _
Balance, January 1, 1962 $192,475 $192,475 $202,476
Add: Net income for year 39>990 36,575 34,808
Available for dividend declaration (232,465 $231,050 $237,284
Less: Dividends declared and paid 20,309 20,309 20,309




A B Y Z Construction Company, Inc. 







Due on Completed Projects 
Due on Incomplete Projects 
Excess of Construction Costs and 
Recognized Income over Related 
Billings
Bid and Blueprint Deposits 
Advances to Subcontractors 




Total Current Assets 
Fixed Assets (net)
Other Assets:
Utility Deposits not Currently 
Returnable 
Deferred Period Costs 
Cash Bonds not Currently Returnable 
Due from DEX Bonding Company
(disputed claim on subcontractor 
default during 1961; in 
litigation)




































































Due to Subcontractors 
Income Taxes Payable 
Accrued Liabilities 





Common Stock (12,500 shares of 
$10 par)
Retained Earnings 
Appraisal Capital Arising from 
Price-Level Adjustments 
TOTAL EQUITY
Historical After Price-Level After Price-Level
Costs Adjustments Adjustments and Use




































TOTAL LIABILITIES AND EQUITY $684,148 $725,203 $741.872
Chart 19
A B Y Z Construction Company, Inc. 
Statement of Source and Application of Funds 
















Sales of conoon stock at par 
Return of non-current utility 
deposits 
ftecognlsed through price-level 
adjustments**
Total Funds Provided 
Application:
Declaration and payment of 
dividends
layment on long-term mortgages 
increase in amount ot cash bonds 
not currently returnable 
Payment of period costs to be 
deferred
Total Funds Applied 
Net Increase in Working Capital 
(Funds) during year
(a) Net Income After taxes 
Depreciation charged - to be 
added back
Total Provided by Operations
(b) Appraisal Capital Increase 




After Price-Level After Price-Level 
Adjustments Adjustments and Use
































While detailed reports similar to those illustrated above are 
often prepared for use within the company, it is important that the 
published reports to stockholders and potential investors also 
reflect price-level changes and holding profits or losses. A 
realistic picture of the firm is not obtainable otherwise.
In the current chapter the primary financial statements of a 
long-term construetlon-type contractor have been exasd.ned under 
each of the bases of revenue recognition. Examples have been 
formulated to illustrate the postulates and principles involved.
In the opinion of this writer, most of the deficiencies 
presently existing in contractor's financial statements can be 
eliminated by use of the accrual basis statements. It appears 
that, as a minimum, the contractor should prepare statements 
under the percentage-of-completion basis and show price-level 
changes in supplementary stateaents. Otherwise, sufficient 
information on which a sound decision can be based is not avail­
able to the readers of the statements.
CHA P T E R  6 
CONCLUSIONS AND RECOMMENDATIONS
Nature of Pro b l e m . The accountant is traditionally given the 
task of recording and classifying the Monetary effect of business 
transactions and events on an accounting unit, with the purpose of 
reporting and interpreting the results to a variety of interested 
p a r t i e s .
In the execution of the assigned task, the Ingenuity and 
knowledge of the accountant is taxed by an industry with special 
accounting problems; i.e., the long-term construction-type industry. 
Host cf these extraordinary accounting problems are related to the 
determination of Income each fiscal period, and are due to the fact 
that the operating cycle of a long-term construction-type contractor 
is often more than one year. This paper is an examination of the 
long-term construction-type industry and its accounting problems 
of income determination and financial reporting.
Approach to S t u d y . As an approach to the problem, consideration 
is given to the applicability, or lack of applicability, of generally 
accepted accounting principles and postulates to the long-term 
construction-type industry. However, a prerequisite to a determi­
nation of this kind is the ascertainment of the composition of 
generally accepted accounting principles a n d  postulates. Such a
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frame of reference Is essential for a clear understanding of the 
material related to the long-term construction Industry which 
follows. The last statement is especially pertinent In view of 
the recent studies on accounting principles and postulates by the 
American Institute of Certified Public Accountants, which disagreed 
completely with some of the previously accepted concepts of a c c o u n t i n g
Recognition of R e v e n u e . Paton, supported by ma n y  other writers, 
has stated, "The basic element in income determination la revenue."^ 
Therefore, t«e specific approach to the central problem of income 
determination in this study is an examination of the bases of 
revenue recognition, with appropriate assignment of costs and 
ex p e n s e s .
The bases considered are: (1) cash; (2) sales; (3) completed-
contract; (4) appreciation; (5) accretion; (6) percentage-of- 
coapletion; and (7) accrual. As each basis is examined, the 
applicable postulates and principles are given consideration as 
to their effect on net income or loss.
Financial R e porting. Financial reporting of the long-term 
construction-type contracts, one of the major duties of the accountant, 
is considered under each of the revenue recognition bases. In the 
preparation and presentation of the financial statements, emphasis 
is placed on the compliance, or the lack of compliance, of the 
statements to generally accepted accounting principles and postulates.
■̂Paton and Paton, 0£. cit. , p. 274.
162
Cone 1usions
Prior to the determination of applicability, or lack of 
applicability, of accounting principles and postulates to the 
long-term construction-type industry, the composition of accounting 
principles and postulates is considered. These principles and postu­
lates, as seen by this writer, are given below.
The exchange concept is merely the recognition of the distri­
bution of goods and/or services through the process of exchange.
The purchasing power of the dollar in the United States has 
decreased during the past decades. Thus, to effect the use of a 
stable unit of measurement, price-level changes must be recognized.
Another basic idea, the entity concept, gives recognition 
to the fact that the accounting unit is the business enterprise 
and not the owners of the enterprise.
A  proposition generally accepted by accountants, the 
continuous existence concept, states that the accounting entity 
shall be viewed as remaining in operation indefinitely unless 
there is evidence to the contrary.
The underlying suppositicn of the accounting period doctrine 
is that the results of enterprise operations may be assigned to 
specific periods of time, which in turn implies that revenues, 
costs and expenses may be assigned to specific periods of time.
Objectivity, as used in this paper, means the use of 
unbiased estimates and judgment, subject to verification by another 
competent investigator.
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Consistency is pertinent to accounting procedures and nethods 
in the sense that the procedures and methods selected and applied 
should provide results comparable with the results of the same 
entity measured in prior periods. The requirement not only demands 
consistent application, but the selection of methods which provide 
comparable results.
Conservatism, in its proper treatment, is a counsel of 
caution, requiring the accountant to give adequate consideration 
to the uncertainties and risks inherent in business situations.
The axiom of disclosure requires that all assets and 
liabilities should be recorded and reported, that the owner's 
equity should be clearly reported, and that a comprehensive 
statement of the results of enterprise operations should be made.
Materiality represents the use of accounting judgment in 
the determination of significance or insignificance of items to 
be considered.
Cash B a s i s . The cash basis is, in its purest form, a 
recognition of revenue upon the receipt of cash and a recognition 
of costs and expenses upon the payment of cash. Such an application 
is rarely made.
A modified cash basis is more prevalent than the pure form, 
with the modification based on the assumption that revenue is the 
controlling factor and that costs and expenses are to be assigned 
to fiscal periods in a manner which will match revenue with 
related costs and expenses.
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Host of the postulates and principles listed earlier are 
violated by the use of either form of the cash basis. The accounts 
and financial statements of the contractor fail: (1) to reflect a
stable unit of measurement; (2) to match revenues earned with costs 
and expenses incurred each accounting period; (3) to produce results 
which are comparable with results of prior periods; (4) to fully 
disclose the components of assets, liabilities and owner's equity 
of the firm; and (3) to reflect valid operating results which are 
objectively determined by the accountant. The cash basis is also 
akin to the venture concept of a few centuries ago, in which the 
time involved was uncertain and no attempt was made to follow the 
accounting period concept. If the firm has a continuous life, 
operations during each accounting period should produce revenues 
as well as incur costs and expenses. Yet, the cash basis does not 
recognize revenues during the life of the venture (contract), and 
thus reflects doubt on the continuous existence assumption.
Another disadvantage attached to this method of revenue 
recognition is the possibility of a larger sum of income tax to 
be paid on the contract. When all the revenue of the contract is 
recognized in one accounting period, a greater portion of the total 
profit is subject to surtax if the contractor is incorporated, or 
to a higher tax rate if the contractor is not Incorporated.
The cash basis does fulfill the principles and postulates 
of: (1) the use of exchanges as the basis of transactions;
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(2) the entity as the accounting unit; and (3) conservatism. However, 
the application of conservatism appears to overwhelm soem of the 
other concepts such as disclosure and consistency which, in this 
writer's opinion, must take precedence over conservatism.
Since more reliable bases of revenue recognition are available, 
the cash basis is not recommended for the long-term construction-type 
c o n tractor.
Sales B a s i s . Inasmuch as the sales basis is essentially the 
same as the coapleted-contract basis, the conclusions reached for 
the completed-contract basis are applicable to both methods. An 
elaboration of those conclusions is given below under the completed- 
contract basis.
As will be shewn below, many disadvantages are attached to the 
sales basis applied to long-term construction-type contractors, and 
therefore the sales basis is not recommended for usage.
Cowpleted-Contract B a s i s . The completed-contract smthod  
recognizes inceum only when the contract is substantially complete. 
Thus, during most of the contract life, no earned revenue is 
recognized and costs and expenses are accumulated in deferred asset 
accounts. When the contract is complete, or substantially so, the 
matching process may occur.
The fulfillment or violation of accounting principles and 
postulates by use of this basis tends to be similar to the cash 
basis, though not providing the same degree of fulfillment of 
violation that the cash basis yields.
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Postulates and principles fulfilled by the completed-contract 
method include: (1) the exchange concept; (2) the entity as the 
accounting unit; and (3) conservatism. As is the cash basis, however, 
the exaggerated use of conservatism usually destroys the validity of 
such concepts as disclosure, consistency and the utilization of the 
accounting period.
Violations of accounting principles and postulates by the 
completed-contract basis embody: (1) the failure to use a stable
unit of measurement; (2) the failure to match revenues earned with 
costs and expenses incurred each accounting period; (3) the failure 
to produce results which are comparable with results of prior 
periods; (4) the failure to fully disclose the components of assets, 
liabilities, and owner's equity of the firm; and (5) the failure to 
reflect valid operating results which are objectively determined 
by the accountant. In addition, the completed-contract basis 
reflects doubt as to the continued existence of the enterprise by 
refusing to recognize revenues, costs and expenses prior to 
substantial culmination of the venture (contract). Such procedure 
is hardly in keeping with the generally accepted procedure of recog­
nizing revenue when earned and costs and expenses when incurred.
The possibility of a larger total amount of income tax is 
inherent in the completed-contract basis just as it is in the 
cash basis. Recognizing income only at the completion of the 
contract will subject a larger percentage of the income to
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surtax when the contractor Is incorporated, or will subject the 
income to a higher tax rate when the contractor is not incorporated.
The completed-contract basis has little to offer the long­
term construction-type contractor. Other possibilities exist which 
are more favorable to the task, of the accountant; i.e., to provide 
full disclosure by reporting all assets and liabilities of the 
firm along with the revenues and expenses of the period.
Appreciation B a s i s . Used in association with some other 
method, appreciation provides for recording assets at current 
replacement cost rather than historical cost.
The only advantage that the addition of this basis has over 
the completed-contract basis applied alone is an attempt to 
recognize holding profits or losses and price-level changes.
Since appreciation does not specify what portion of the excess 
or deficit of current costs to historical costs is due to price- 
level changes and what portion is due to the holding of assets, 
the forenamed advantage may not be of much value. A  stable unit 
of measurement Is not necessarily provided.
An elaboration of appreciation is a step in the direction 
of providing a stable unit of measurement. That elaboration must 
consist of the separation of holding profits or losses from the 
effects of price-level changes. Then appreciation used in 
association with some other basis of revenue recognition is 
r e c o m m n d e d .
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Appreciation does not, and is not intended to, solve any 
of the other deficiencies related to the cash or completed-contract 
bases. Employment of another basis is necessary to eliminate these 
d isadvantages.
Accretion B a s i s . Growth is the traditional requisite of 
revenue recognition when applying the accretion basis. Growth, 
to the contractor, means that the construction project is moving 
toward completion.
A specific application of the accretion method is made in 
the percentage-of-completion basis discussed below. Thus, no 
further conmnents are necessary in relation to the accretion system.
Percentage-of-Completion B a s i s . When the percentage-of- 
completion method is utilized, an attempt to recognize income 
periodically is made by assigning revenues, costs and expenses 
to each fiscal period. Revenue is normally considered to be the 
governing factor and is assigned to the fiscal periods on the 
basis of percentage of completion of the contract. Costs and 
expenses incurred which are deemed to aid in the earning of the 
revenue are assigned to the same period in which the revenue is 
recognized.
The income statement prepared by use of the percentage-of- 
coapletion basis shows revenues earned as the construction project 
moves toward completion. Such recognition generally results in 
the presentation of revenues on the income statement of most
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accounting periods, whereas recognition of revenues by application 
of the coepleted-contract basis often results In recognition of 
large amounts of revenues in some fiscal periods and no revenues 
at all in other fiscal periods. The latter portion of the previous 
statement is true, even though work on construction projects occurs 
throughout each fiscal period.
Many of the postulates and principles which the cash and 
completed-contract bases failed to satisfy are fulfilled by the 
percentage-of-completion method. Among these are the periodic 
recognition of income, consistency in choice and application of 
accounting concepts to produce results each fiscal period which 
are comparable with those results of prior periods, and the recog­
nition of continuous existence of the enterprise. The exchange 
and entity concepts are fulfilled by the percentage-of-completlon 
basis just as they were satisfied by methods previously considered.
The traditional concept of conservatism, i.e., to never 
recognize any income until the series of transactions related to 
the earnings process is complete, may be violated by the percentage- 
of-completion basis. However, if conservatism is given its rightful 
place, i.e., a counsel of caution, no violation is evident.
The greatest disadvantage of the percentage-of-completion 
basis is its failure to recognize either price-level changes or 
holding profits and losses. Historical cost is the basis for all 
profit or loss recognition, which has the effect of grouping
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operating profits and losses, holding profits and losses and price- 
level changes under one heading.
Such a procedure hardly leads to full disclosure of assets, 
liabilities and owner's equity, but disclosure Is practiced to a 
larger extent by the percentage-of-completion basis than under 
any of those bases previously considered. Revenues, costs and 
expenses, along with related assets and liabilities are assigned 
to each fiscal period as production progresses. However, no 
recognition is given to the profits and losses ascribed to the 
holding of assets, and no recognition is afforded price-level 
c h a n g e s .
Since objective evidence, i.e., evidence which is unbiased 
and subject to verification by another competent investigator, 
exists in regard to price-level changes as well as holding profits 
or losses, failure to recognize these latter items is considered 
failure to be completely objective. Objectivity does exist under 
the percentage-of-completion method to a larger extent than under 
the cash or completed-contract methods, since revenues, costs and 
expenses along with the related assets and liabilities are given 
recognition on the basis of production increments.
Provided the construction enterprise is profitable, recog­
nition of income each fiscal period m a y  lead to payment of a 
smaller amount of income tax than if the cash or completed-contract 
bases were uded. If the contractor is incorporated, then the first 
$25,000 of taxable income each year is exempt from the surtax,
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currently 22 per cent. If all the incase frc m  a long-term contract 
Is recognized in one year, then only $25,000 of the Income is exempt 
from the surtax. When the contractor is unincorporated, recognition 
of the entire income from a contract in one year subjects the 
contractor to a higher tax rate on the progressive income tax table. 
Recognition of portions of the income each fiscal period will often 
result in the entire Income being subject to a lower tax rate on the 
progressive Income tax table, and will result in total tax savings 
to the contractor.
The percentage-of-completion basis is by far the most realistic 
method, as regards the determination of periodic income or loss, 
that has been considered at this point in the chapter. Additions 
to the percentage-of-completion basis are necessary to satisfy 
the recognition of price-level changes and holding profits or 
losses. When these latter-mentioned problems are solved, the 
percentage-of-completion basis becomes satisfactory for utilization 
by the long-term construetion-type contractor.
Accrual B a s i s . The satisfaction of the problems of recognizing 
price-level changes and holding profits or losses without yielding 
any of the desirable points of the percentage-of-completion basis 
is the aim of the accrual basis. Accrual accounting, as stated so 
aptly by Sprouse and M o o n i t z , "attempts to reflect the financial 
efforts of business transactions when they occur, rather than at 
the tiaie of some restricted set of events, such as the receipt or 
outlay of cash."
2Sprouse and Moonitz, op. cit.. p. 11.
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The principles and postulates which trie percentage-of- 
completion metnod satisfied are also aatisfied by the accrual 
method. These concept include: (1) the exchange as the basis
of accounting entries; (2) the entity accepted as the accounting 
unit; (3) the continuous existence of the firm; (4) the acceptance 
of fiscal period accounting; and (5) the fact that consistent 
methods and procedures which are consistently applied produce 
financial statements whicn are comparable one year with another.
The additional advantages derived from the use of the 
accrual basis are really tied into one concept--the recognition 
of both price-level cnanges and holding profits or losses.
Whan the definition of income chosen for this study^ is 
applied, price— level changes must be isolated from both holding 
and operating profits and losses. Further, if income is recognised 
when earned and losses when incurred, the necessity for recognition 
of holding profits and losses becomes evident.
When full recognition is made of all earnings and losses 
as well as price-level changes, the concept of full disclosure is 
achieved. In addition to full reporting of assets, liabilities, 
o w n e r ’s equity and results of operations, the basis of revenue, 
cost and expense recognition should be clearly stated. The 
latter statement is especially true when tne accrual basis 
is utilized, as many accountants fail to accept accrual accounting 
in its broad application.
3Backer, op. c it.. p. 216.
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Use of objective evidence is made under the accrual method, 
whereas the objective evidence may be ignored by utilization of some 
of the other bases of revenue recognition. On the other hand, an item 
sho uld not be recorded and reported unless objective evidence is 
available to support the item.
The accrual basis is often criticized as lacking conservatism. 
However, if the proper definition of conservatism is followed, the 
accountant may be conservative while using the accrual method of 
recording and reporting.
In spite of the general lack of acceptance of accrual 
accounting, this basis has wore to offer the long-term construction- 
type contractor than any other basis considered in this study.
An examination of financial statements prepared for the 
contractor supports the latter paragraph. Most of the deficiencies 
presently existing in contractor's financial statements can be 
eliminated by use of accrual accounting.
The work Involved and complexity of the record-keeping 
system is often greater when accrual accounting is followed than 
under any other basis. However, the added work and complex 
system are justified to provide sufficient information on which 
sound business decisions can be based.
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Reco— enda t ions
In view of the conclusions cited, this writer recovsends that 
the accrual basis of accounting be instituted by long-term 
construction-type contractors. Such recommendation does not 
constitute abandonment of historical costs, but rather the supple­
mentation of historical costs with details of price-level changes 
and holding profits and losses.
Many accounting systems in use by long-term construction- 
type contractors are inadequate, and cannot supply the information 
needed to utilize accrual accounting. These systems must be 
revised, or in some cases replaced, to enable the accountant to 
complete the assigned task of full disclosure of assets, liabili­
ties, owner's equity and results of operations. The accountant 
can provide sufficient information on which to base sound business 
decisions only when the system in use enables the concept of full 
disclosure to be fulfilled.
Once the accrual basis is generally accepted, the accounting 
profession should exert its influence to have price-level changes 
recognized for income tax purposes. Many contractors are paying 
substantially more income tax than the total operating and bolding 
profits indicate. The difference, of course, is due to non- 
recognition of price-level changes by the taxing authorities. 
However, the accounuing profession is in no position to criticize
175
Che tax regulations until postulates and principles based on sound 
accounting theory becoes generally accepted. It is hoped by this 
writer that the study of incaem determination and financial report­
ing for long-term construetion-type contractors will aid in the 
general acceptance of sound postulates and principles for the 
construction industry, and moreover for all economic enterprises.
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